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Introduction 


CA Overview 


The ICAB chartered accountancy qualification, the CA, is one of the most advanced learning and professional 
development programmes available in Bangladesh. Its integrated components provide you with an in-depth 
understanding across accountancy, finance and business. Combined, they help build the technical knowledge, 
professional skills and practical experience needed to become an ICAB Chartered Accountant. 


Each component is designed to complement each other, which means that students put theory into practice 
and can understand and apply what they learn to their day-to-day work. The components are: 


Cy Professional development 


2 
nd 


Ethics and professional scepticism 


3-4 years practical work experience 


17 accountancy, finance and business modules 


ICAB CHARTERED ACCOUNTANT 


Professional development 


ICAB Chartered Accountants are known for their professionalism and expertise. Professional development will 
prepare you to successfully handle a variety of different situations that you'll encounter throughout your career. 


The CA qualification improves your ability and performance in seven key areas: 


e adding value 
e communication 

e consideration 

e decision making 

e problem solving 

e team working 

e technical competence. 


Ethics and professional scepticism 
Ethics is more than just knowing the rules around confidentiality, integrity, objectivity and independence. 


It's about identifying ethical dilemmas, understanding the implications and behaving appropriately. We integrate 
ethics throughout the CA qualification to develop your ethical capabilities — so you'll always know how to make 
the right decisions and justify them. 


3 to 4 years practical work experience 


Practical work experience is done as part of a training agreement with one of our authorised Chartered 
Accountants Firm/ training employers in Bangladesh. The knowledge, skills and experience you gain as part of 
your training agreement are invaluable, giving you the opportunity to put what you're learning into practice. 


17 accountancy, finance and business modules 


You will gain in-depth knowledge across a broad range of topics in accountancy, finance and business. The 
modules are designed to fit with your practical experience, so you constantly progress through the qualification. 


There are 17 modules over three levels. You must pass every exam (or receive credit) — there are no options. 
This ensures that once qualified, all CAB Chartered Accountants have a consistent level of knowledge, skills 
and experience. 


Case Study 
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Certificate Level 


There are seven modules that will introduce the fundamentals of accountancy, finance and business. 
They each have a 2 hours examination except ‘Principle of Taxation’ which will be of 3 hours, and Business 
Law, IT each will be 1.5 hours duration. 


The aim of the Accounting module is to develop a sound understanding of the techniques of double entry 
accounting and apply its principles in recording transactions, adjusting financial records and preparing non- 
complex financial statements. 


Professional Level examination. 


The next seven modules build on the fundamentals and test your understanding and ability to use technical 
knowledge in real-life scenarios. Each module has a 3 hours exam, which are available to sit two times per 
year. These modules are flexible and can be taken in any order. The Business Planning: Taxation and 
Business Strategy modules in particular will help you to progress to the Advanced Level. 


The knowledge base that is put into place at Accounting is developed further in the Professional Level module 
of Financial Accounting and Reporting. The aim of this module is to enable you to prepare complete single 
entity and consolidated financial statements, and extracts from those financial statements, covering a wide 
range of International Financial Reporting Standards (IFRSs). You will also be required to explain accounting 
and reporting concepts and ethical issues, and the application of IFRSs to specified single entity or group 
scenarios. 


Advanced Level 


The Advanced Level module of Corporate Reporting requires you to apply the technical knowledge you have 
built at Professional Level, along with analytical techniques and professional skills, to resolve compliance and 
business issues that arise in the context of the preparation and evaluation of corporate reports and from 
providing audit services. At the Strategic Business Management module, you will need to demonstrate 
quantitative and qualitative skills to make realistic business recommendations in complex scenarios. You will 
also need to demonstrate business awareness at strategic, operating and transactional levels. These modules 
have a 3 hour exam and are available to sit twice a year. 


The Case Study will require you to provide advice in respect of complex business issues, and will assess your 
ability to analyse financial and non-financial data, exercise professional and ethical judgement, and develop 
conclusions and recommendations. The Case Study is a 4 hour exam and is available to sit twice a year. 


The above diagram illustrates how the knowledge of accounting principles gives a platform from which a 
progression of skills and accounting expertise is developed. 


For more information on the CA qualification exam structure and syllabus, visit ICAB.org.bd/students 


2.1 


2.2 


Business and Finance 


Module aim 


To provide students with an understanding of how businesses operate and how accounting and finance 
functions support businesses in achieving their objectives. 


On completion of this module, students will be able to: 


identify the general objectives of businesses and the functions and tasks that businesses perform in order 
to meet their objectives 


specify the nature, characteristics, advantages and disadvantages of different forms of business and 
organisational structure 


identify the purpose of financial information produced by businesses, specify how accounting and finance 
functions support business operations, and identify sources and methods of financing for businesses and 
individuals 


specify the role of the accountancy profession and why the work of the profession is important 


identify the role that governance plays in the management of a business and specify how a business can 
promote corporate governance, sustainability, corporate responsibility and an ethical culture 


specify the impact on a business of the economic environment in which it operates. 


Specification grid 


This grid shows the relative weightings of subjects within this module and should guide the relative study time 
spent on each. Over time the marks available in the assessment will equate to the weightings below, while slight 
variations may occur in individual assessments to enable suitably rigorous questions to be set. 


Weighting 
Syllabus area (%) 
1 Business objectives and functions } 
: tke 30 
2 Business and organisational structures 
3 The role of finance 25 
4 The role of the accountancy profession 15 
5 Governance, sustainability, corporate responsibility and ethics 15 
6 External environment _15 
100 


CHAPTER 1 


Introduction to business 


Introduction 


Examination context 


Topic List 


1 
2 
3 
4 
5 


What is an organisation? 

What is a business? 

Stakeholders in the business 

What are the business’s objectives? 
Mission, goals, plans and standards 


Summary and Self-test 
Answers to Interactive questions 
Answers to Self-test 


Introduction 


Learning objectives Tick off 
State the general objectives of businesses [| 
State the general objectives of strategic management [] 
Specify the nature of sustainability and corporate responsibility [ ] 


The specific syllabus references for this chapter are: 1a, 1b, 5g. 


Syllabus links 


The material in this chapter will be developed further in this paper, and then in the Business Strategy paper at 
the Professional level. 


Examination context 


While the material in this chapter is essentially introductory, questions on business objectives will be directly 
examined. 


Questions are likely to be set in multiple choice format, either as a straight test of knowledge or in a scenario. 


8 Business and Finance 


1 What is an organisation? 


‘Section overview 


“« - There are many different ignes af piecpeaton in both the no iprearonvas and business peaclore: 


e Organisations exist because the collective efforts of people are more productive as a result of ‘them. en 


« All organisations share the feature that they are designed to get things done. : 


e Organisations differ in terms of ownership, control, activity, profit orientation, ‘size, ‘legal status ‘and 
technology. : fee 


1.1. Introduction to organisations 
Here are some examples of organisations, categorised as to whether they are profit-oriented or not-for-profit. 


e A multinational car manufacturer (eg Ford) 
e Anaccountancy firm (eg KPMG) 

e  Acharity (eg UNICEF) 

e A trade union 


} Profit-oriented (private 


e — A local authority Not-for-profit (charity/public 
e =Anarmy : 
e = Aclub 


1.2 Why do organisations exist? 
Organisations exist because they: 
e Overcome people’s individual limitations, whether physical or intellectual 
e Enable people to specialise in what they do best 
e Save time, because people can work together or do two aspects of a different task at the same time 
e Accumulate and share knowledge (eg about how best to build cars) 
e Enable people to pool their expertise 


° Enable synergy: the combined output of two or more individuals working together exceeds their individual 
output (‘None of us is as smart as all of us’). 


in brief, organisations enable people to be more productive. 


1.3. What do organisations have in common? 


The definition below states broadly what all organisations have in common. 


_ Definition 
OL Organisation: A social arrangement for the controlled performance of collective goals, which has a 
boundary separating it from its environment. 


Introduction to business = 


1.4 


The following table shows how this definition applies to two organisational examples: a car manufacturer and 


an army. 


Characteristic 


Social arrangement: _ individuals 
gathered together for a purpose 


Controlled 


performance is monitored against 
the goals and = adjusted if 


necessary to ensure the goals are 
accomplished 


Collective goals: the organisation 


has goals over and above the 
goals of the people within it 


Boundary: the organisation is 
distinct from its environment 


performance: Costs and quality are reviewed and 


Sell cars, make money 


Car manufacturer 
(e.g. Ford) 


Soldiers are in different regiments, 
and there is a chain of command 
from the top to the bottom 


People work in different divisions, 
making different cars 


Strict procedures, 


training 


disciplinary 
controlled. Standards are 


constantly improved 


Defend the country, defeat the 
enemy, international peace 
keeping 


Physical: factory gates Physical: barracks 


Social: different rules than for 


civilians 


Social: employment status 


How do organisations differ? 


Organisations also differ in many ways. Here are some possible differences. 


Factor , Example 


Ownership (public vs private) 


Control 


Activity (ie what they do) 


Profit or non-profit orientation 
Size 
Legal status 


Sources of finance 


Technology 


Business and Finance 


Private sector: owned by private investors/shareholders 


Public sector: owned by the nation and managed by the government 


By the owners themselves, by people working on their behalf, or 
indirectly by government-sponsored regulators 
Manufacturing, healthcare, services (and so on) 


Business exists to make a profit. An army or a charity, on the other 


hand, are not profit-oriented 


Small local business to multinational corporation 

Company, or an unincorporated body such as a club, association, 
partnership or sole trader 

Borrowing, government funding, share issues 


High use of technology (eg computer firms) vs low use (eg corner shop) 


1.4.1. Differences in what organisations do 


Organisations do many different types of work (activity). 


Agriculture Producing and processing food 

"Manufacturing ee “Acauinng:t raw materials and, opyathi the application ‘ot labour ‘and. fechnalogie: 
turning them into a product (eg a car) 

Extractive/raw materials - Extracting and tefining raw materials (eg mining) ee 

Energy Bn ~ Converting 0 one resource (eg coal) into another (eg electricity) _ 

Retailing/distribution —_ Delivering goods to the end consumer ee 

Intellectual production a Producing intellectual property eg software, publishing, films, t music c etc. bs 

Service industries oe “hess include banking, various puginess services (eg accountancy, 


advertising) and public services such as education and medicine 


2 What is a business? 


Camm §=6Section overview 
@ e Organisations have secondary objectives that support their primary objectives. 


e __ For aprofit-making organisation, the primary objective is to maximise the wealth of its owners; for a a non- 
profit organisation it is to provide goods and services for its beneficiaries. 


e A business is an organisation which aims to maximise its owners’ wealth but which can be regarded a as 
an entity separate from its owners. 


2.1 Profit vs non-profit orientation 


The basic difference in orientation is expressed in Figure 1.1 below. Note the distinction between primary and 
secondary objectives. A primary objective is the most important: the other objectives support it. We shall come 


back to this. 
Profit-oriented Not-for-profit 
organisation organisation 
OWNERS PUBLIC BENEFICIARIES | 
PRIMARY MAXIMISE PROFIT/ PROVISION OF 
OBJECTIVE DIVIDEND/WEALTH GOODSI/SERVICES | 
ee OUTPUT 
(GOODS/SERVICES) 
4 | 
SECONDARY OUTPUT OF < REVENUE FROM MINIMISE COST OF 
OBJECTIVE GOODS/SERVICES GOODS/SERVICES PRIMARY GOAL 
INPUTS (MATERIALS, —————-» COSTS «————_ INPUTS (MATERIALS, 
LABOUR, FINANCE) LABOUR, FINANCE) ! 
4 
REVENUE (TAXATION) 
a 1 


Figure 1.1: Profit-oriented and not-for-profit organisations 
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2.2 


Profit-oriented organisations are generally referred to as ‘businesses’, though this is in fact a rather loose 
term. 


e Businesses are profit-oriented but they encompass a variety of legal structures (as we shall see in 
Chapter 3): 


— Companies are owned by shareholders 
-  Asole tradership is owned by one individual (usually called the proprietor), and 
- Partnerships are owned collectively by the partners 


° Not-for-profit organisations are frequently structured and run on the lines of a business, so that they 
benefit from the economy, efficiency and effectiveness in using resources that profit orientation brings, but 
they are not generally owned by shareholders, proprietors or partners. They do not primarily aim to 
maximise profit or the wealth of their owners, but rather are focused on providing goods and services to 
their beneficiaries at minimised cost. 


¢ The type of work engaged in by the organisation does not of itself determine whether it is a profit- 
orientated or not-for-profit organisation; a business can be involved in providing medical or education 
services just as much as can a charitable or government organisation. 


Examples of not-for-profit organisations: 


° Charities 

° Clubs and associations 

e Trade unions 

e Professional bodies and institutes such as the ICAB 
e Government 

° Governmental agencies 

° Local authorities 

e Hospitals 

e¢ Schools, colleges and universities 


Definition of a business 


It is the primary objective of the organisation that determines whether or not it is a business. Although as we 
have seen ‘business’ is a loose term which has no legal definition as such, it is useful to have a working 
definition at this point. 


Definition 


Business: An organisation (however small) that is oriented towards making a profit for its owners so as to 
maximise their wealth and that can be regarded as an entity separate from its owners. 


Stakeholders in the business 


Section overview 
e . Astakeholder is a person who has an interest of some kind in the business. 


e¢ | Acompany’s primary stakeholders are its shareholders. The primary stakeholders in a sole tradership or 
partnership also comprise the business’s owners. Secondary stakeholders are directors/managers, 
employees, customers, suppliers and partners, lenders, government and its agencies, the local 
community, the public at large and the natural environment. 


e Sustainability is the ability to meet the needs of the present without compromising the. ability of future 
generations to meet their own needs. How far a business can operate sustainably using its tangible and 
intangible resources is a key issue, as is corporate responsibility: actions, activities and obligations of 
business in achieving sustainability. 


Business and Finance 


You can see from Figure 1.1 that a profit-oriented business exists primarily in order to maximise wealth for its 
owners, while a not-for-profit organisation such as a charity or a government department exists primarily to 
provide services (and/or goods) for its beneficiaries. 


In both cases the organisations have stakeholders who are interested in what the organisation does. 


Definition 


Stakeholder: Literally a person or group of persons who has a stake in the organisation. This means that they 
have an interest to protect in respect of what the organisation does and how it performs. 


For a business formed as a company the primary stakeholders are its shareholders. It is their money, invested 
in the business, which is literally ‘at stake’; it can be lost if the business performs badly, and it can earn a 
decent return if the business does well. The business owes it to the shareholders to look after their interests, 
but it has secondary stakeholders as well, to whom it also has responsibilities, and from whom it may receive 


pressure. 


Stakeholders ina 


business 


P Shareholders (or partners 
R__ or proprietor) 
M 


A 

R 

Y 
Directors/managers 
Employees and trade 
unions 

) 

E Customers 

Cc 

oO Suppliers and | other 
business partners 

N _ 
Lenders 

D 

fe Government and its _ 
agencies 

R 


Y__ the public at large 


The natural environment 


The local community and fh 


What is at stake? 


Money invested 


Livelihoods, 
reputations 


careers 


Their custom 


The items they supply : 


Money lent 


National infrastructure used by 
business 

The welfare of employees 

Tax revenue 


business 
The welfare of employees 


The environment shared by all 


and is 


National infrastructure ‘used “by, 


business practices 


What do they typically expect of the 
business? 


A return on their investment so that their 
wealth increases: 


e Steady, growing profits paid out by 
the business 


e Growth in capital value of their share 
of the business 

Fair and growing remuneration 

Career progression 

Safe working environment 

Training 


Pension 


Products/services that are of good 
quality and value 


Fair terms of trade 
Continuity of supply 
Fairtermsoftrade st” 
Prompt payment 

Continuity of custom 

A return on their investment: 

e Interest 

° Repayment of capital 


Reasonable employment. “and other: 


business practices 
Steady or rising stream of tax revenue 


Reasonable employment “and other 
business practices 
Reasonable environmental and other 
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Interactive question 1: Social responsibility [Difficulty level: Intermediate] 


What expectations would the local community have of a company operating a gas-fired power station within 
two miles of a medium-sized town? 


See Answer at the end of this chapter. 


Therefore there are wider areas of social responsibility of which the business must take account, such as its 
impact on the natural environment, how far its strategy is sustainable in terms of the world’s resources in the 
long term, its human resource management policies, its risk management strategy and policies, its 
approach to contracts with adverse political connotations, the extent of its charitable support, and how far it 
goes beyond the minimum standards required by laws and regulations. 


3.1 Sustainability and corporate responsibility 


These ideas are all contained within two very important concepts for businesses today which we shall 
encounter several times in this Study Manual: sustainability and corporate responsibility. 


Definitions 


Sustainability: the ability to ‘meet the needs of the present without compromising the ability of future 
generations to meet their own needs’ (the UN’s Brundtland Report ‘Our Common Future’, published in 1987). 
However today this definition reaches beyond the environmental and includes such concepts as social and 
economic justice, wellbeing, relationships and the creation of human capital. 


Business sustainability: how far a business can operate in a sustainable way, and how it should interact with 
individuals and governments in doing so. 


Corporate responsibility: the actions, activities and obligations of business in achieving sustainability 


The emphasis of sustainability is thus on using resources that are sustainable, these being both: 


e tangible resources such as raw materials and energy, and 
¢ — intangible resources such as human/intellectual capital, and relationships with stakeholders. 


We shall come back to these topics in more detail in Chapters 7 and 11. 


4 What are the business’s objectives? 


Section overview 
e Every business has a hierarchy of objectives, from its primary objective down to its supporting secondary 
objectives. Together these form multiple objectives. 


ve Profit and wealth maximisation is usually the primary objective, though sometimes managers pursue a 
_ policy of profit satisficing only. 


4.1 The hierarchy of objectives 


The fact that a business is oriented towards making a profit means that the simple answer to the question ‘what 
are the business's objectives?’ is: profit maximisation so as to increase shareholder wealth. 


In fact, however, there is a hierarchy of objectives, with one primary objective and a series of secondary 
(subordinate) objectives which should combine to ensure the achievement of the primary objective. 


4.1.1 | Primary objective 


For a business the primary objective is the financial objective of profit maximisation so as to increase 
shareholder wealth. 


° Profit is revenue less costs. It measures the creation of value, in terms of the relationship of inputs to 
outputs, with the cost of inputs (labour, materials and finance) being less than the ultimate output, which is 
the revenue generated. Profit thus integrates cost behaviour and revenue performance for the whole 
organisation. 


8 Business and Finance 


e The link between profit and shareholder wealth is that the latter can only be maximised if profit is earned 
at an acceptable level of risk: focusing solely on maximising profit and ignoring risk can lead to decreased 
shareholder wealth (and financial collapse). Thus avoiding high risk should go hand-in-hand with making 
profits so as to maximise shareholder wealth. 


° Profit cannot be pursued at any cost. Any business is subject to the laws and regulations of the country 
in which it operates, and it will also have social responsibilities, as we saw briefly above. 
4.1.2 Secondary objectives 
Secondary objectives support the primary objective. Here are some examples: 


° Market position 


Total market share of each market; growth of sales, customers or potential customers; the need to avoid 
relying on a single customer for a large proportion of total sales; what markets should the business be in? 


° Product development 


Bring in new products; develop a product range; invest in research and development; provide products of 
a certain quality at a certain price level 


e Technology 
Improve productivity; reduce the cost per unit of output; exploit appropriate technology 
° Employees and management 


Train employees in certain skills; reduce labour turnover; create an innovative, flexible culture; employ 
high quality leaders 


4.2 Is wealth maximisation always the primary objective? 


Making as much profit as possible at acceptable risk, or wealth maximisation, then, is assumed to be the 
primary objective of businesses. Where the person who has put their money at stake (the ‘entrepreneur’) is in 
full managerial control of the firm, as in the case of a small owner-managed company or partnership, this 
assumption would seem to be very reasonable. Even in companies owned by shareholders, but run by non- 
shareholding managers, we might expect that the wealth maximisation assumption would be close to the truth. 


But managers will not necessarily make decisions that will maximise shareholder wealth. 


e They may have no personal interest in the creation of wealth, except insofar as they are accountable to 
shareholders 


e There may be a lack of competitive pressure in the market to be efficient by minimising costs and 
maximising revenue, for example where there are few businesses in the market 
4.2.1 Profit satisficing 


Decisions might be taken by managers with managerial objectives in mind rather than the aim of wealth 
maximisation. The profit and risk levels must be satisfactory and so acceptable to shareholders, and they must 
provide enough profits retained in the business for future investment in growth, but rather than seeking to 
maximise profit and wealth, managers may choose to achieve simply a satisfactory profit for a business. This is 
called ‘satisficing’, and is linked to a view of the strategy process called ‘bounded rationality’ by Herbert 
Simon — an issue we shall return to in Chapter 4. 


4.2.2 Revenue maximisation 


Baumol argued that the business acts to maximise revenue (not necessarily profit or wealth) in order to 
maintain or increase its market share, ensure survival, and discourage competition. Managers benefit 
personally because of the prestige of running a large and successful company, and also because salaries and 
other benefits are likely to be higher in bigger companies than in smaller ones. 


4.2.3. Multiple objectives 
Management writer Peter Drucker points out that: 


‘To manage a business is to balance a variety of needs and goals.... The very nature of business enterprise 


requires multiple objectives’. He suggests that objectives are needed in eight key areas. 
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4.2.4 


5.1 


Market standing: this includes market share, customer satisfaction, size of product range and distribution 
resources 


Innovation: in all major aspects of the business 


Productivity: meeting targets for the number of outputs (items produced or tasks completed) within set 
timescales 


Physical and financial resources: efficient use (minimising waste) of limited resources (including people, 
space, materials, plant and equipment, finance and so on) 


Profitability: as discussed earlier 


Manager performance and development: managerial effectiveness in meeting objectives and creating a 
positive environment in the business; grooming of managers for continuity (managerial succession) 


Worker performance and attitude: labour productivity, stability (controlled labour turnover), motivation 
and morale, development of skills and so on 


Social responsibility: in areas such as community and environmental impacts, labour standards and 
employment protection, business ethics and so on (as discussed earlier). 


Constraints theory 


Simon has also pointed out that for some business areas decisions are taken without reference to the wealth 
objective at all. This is not because they are ignoring profit, but because profit is not the most important 
constraint in their business. This is perhaps seen most clearly in areas where ethical constraints apply, such 
as staff relations or environmental protection. It may also be seen in the need to satisfy customers with quality 
products and service — which may lower profitability. 


Mission, goals, plans and standards 


overview 


AI business’ $s planning and: control cycle i is designed to ensure that its objectives, mission and goals are 
“met by setting plans, measuring actual performance against plans, and taking control action. 


~, The direction. of the business is set by its mission, which sets out its basic function in society in terms of 
_ howit satisfies its stakeholders. 


i The mission encompasses the business’s purpose, strategy, policies, standards of behaviour and values. 


‘The business's goals can be classified as its aims (which are non-operational and qualitative) and its 
operational, quantitative objectives. 


: i Operational objectives should be SMART: specific, measurable, achievable, relevant and time-bound. 
Plans and standards set out what should be done to achieve the operational objectives. 


af 's s plans are a result of its strategic planning process. 


Planning and control system 


Because businesses have primary and secondary objectives they want to satisfy, they need to direct their 
activities by: 


Deciding what they want to do to achieve the overail objective — these become detailed objectives that the 
business sets out to achieve, such as ‘grow revenue by 20%’ or ‘reduce costs by 10%’ 


Deciding how and when to do it and who is to do it (setting plans and standards) 


Checking that they achieve what they want, by measuring and monitoring what has been done and 
comparing it with the plan 


Taking control action to correct any deviation. 


Business and Finance 


The overall framework for this is the system of planning and control in Figure 1.2. 


Comparison On target. 
a Plans and Actual P eer 
Objectives of performance |--» No corrective 
standards performance . ; : 
with plans/standards action required 
i T 
yf 
"a : 
f 
Control action? Control action? 
1 
7 | Deviations 


identified 


Figure 1.2: Planning and control system 


Where there is a deviation from plan, a decision has to be made as to whether to adjust the plan (eg it was 
unachievable) or the performance (eg it was sub-standard). 


It is the business’s primary objective and how it is translated into plans and standards that underlie the planning 
and control system. The objective is incorporated in its mission, its goals (its aims and detailed objectives), 
plans and standards. 


5.2 Mission 


Overall, the main direction of a business is set by its mission. 


Definition 


CL Mission: ‘The business’s basic function in society’, is expressed in terms of how it satisfies its stakeholders. 


sans suasiionrnnretaremenateenniinaaunaannansasnnmnetrettners rrr ei nsnnncnetnnenatsnnenitnitnrntt verre manna RAR eaN 


Elements of mission Comments 


Purpose Why does the organisation exist and for whom (eg shareholders)? 


Strategy Mission provides the operational logic for the organisation: 


e What do we do? 
e How do we do it? 


Policies and standards of Mission should influence what people actually do and how they behave: the 
behaviour mission of a hospital is to save lives, and this affects how doctors and 
nurses interact with patients. 


Values What the organisation believes to be important: that is, its principles. 
Even though the mission can be very general, you can see it should have real implications for the policies and 
activities of the organisation, and how individuals go about what they do. 


5.2.1 Vision 


Some businesses also set out their vision of the future state of the industry or business when determining what 
its mission should be. For instance, ‘being the leading provider of X by 2016’ is a vision of the future, which 
ties it in with a mission of ‘providing high-quality environmentally-friendly X to all our customers’. 


5.3. Goals: aims and objectives 


(ame, Definition 


LI Goals: ‘The intentions behind decisions or actions’ (Henry Mintzberg) or ‘a desired end result’ (Shorter Oxford 
aes English Dictionary). 
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Goals give flesh to the mission. There are two types of goal: 


e — Non-operational, qualitative goals (aims), for example, a university's aim may be: ‘to seek truth’. (You 
would not see: ‘increase truth by 5%’) 


e Operational, quantitative goals (objectives), for example, ‘to increase sales volume by 10%’. 


Characteristics of operational goals (objectives) Example 


Objectives should be SMART e Operational aim: cut costs 

e Operational objective: reduce budgeted 
expenditure on. office stationery by 5% by 
31 December 2014 


e Specific 

e Measurable 
e Achievable 
e Relevant 

e Time-bound 


Interactive question 2: Goals [Difficulty level: Intermediate] 


Most organisations establish quantifiable operational goals (objectives). Give reasons why non-operational 
goals (aims) might still be important. 


See Answer at the end of this chapter. 


5.3.1. The purpose of setting operational objectives in a business 


‘Objectives are needed in every area where performance and results directly and vitally affect the survival and 
prosperity of the business’ (Drucker). Objectives in these key areas should enable management to: 


e Implement the mission, by setting out what needs to be achieved. 


e  Publicise the direction of the organisation to managers and staff, so that they know where their efforts 
should be directed. 


e Appraise the validity of decisions by assessing whether these are sufficient to achieve the stated 
objectives. 


e Assess and control actual performance, as objectives can be used as targets for achievement. 


5.4 Plans and standards 


re Definition 
OU Plans: state what should be done to achieve the operational objectives. Standards and targets specify a 
desired level of performance. 


e Physical standards eg units of raw material per unit produced. 


° Cost standards. These convert physical standards into money measurement by the application of 
standard prices. For example, the standard labour cost of making product X might be 4 hours at CU6 per 
hour = CU24. 


° Quality standards. These can take a variety of forms, such as percentage of phone calls answered within 
three rings (customer service quality standard). 


5.5 How are plans set? 


The strategic planning process, which we shall see in detail in Chapter 4, sets the overall mission, goals, 
plans and standards that the business will try to achieve. 
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Summary and Self-test C 
; H. 
A 
P 
= 
Summary - 
R 
Individuals Other resources 
Social arrangement and Environment 
collective goals 
Technology Activity 
Loree Organisation Size 
. Financing 
Oumcrs - Legal status 
Orientation 
PRIMARY To provide goods/services 
STAKEHOLDER — not-for-profit 
To make 
a profit 
FRIAR. Profit maximisation 
ORECIIVE (or profit satisfaction, 
Business revenue maximisation, 
SECONDARY SECONDARY multiple objectives, 
STAKEHOLDERS OBJECTIVES constraints) 


Corporate 
objectives 


Directors Market position 
Managers Product development 
Employees Technology y 
Customers Human resources | Mission —_| 
Suppliers | 
saan 


Government 


Local community 
General public 


Operational 
’ objectives 
= SMART 


Sustainability 
Corporate responsibility 


Plans/standards 
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Self-test 


Answer the following questions. 


4 


(oy) 


oN DO 


What is an organisation? 
List four ways in which organisations may differ from each other. 


A government funded agency exists to provide services to a group of beneficiaries. What would its 
secondary objective be? 


What is a business? 

What three things are normally expected of a business by its suppliers as stakeholders? 
State two possible primary business objectives other than profit/wealth maximisation. 
Define what is meant by a business’s mission. 


Inch plc’s operational objective for its Yem manufacturing division is ‘increasing manufacturing activities 
within a year’. On which one of the SMART criteria for objectives does this objective fall down? 


A __ Specific 

B Measurable 

C Relevant 

D ~~ _Time-bounded 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 


a Business and Finance 


Answers to Interactive questions 


Answer to Interactive question 1 


The local community would expect jobs and therefore prosperity to flow from the company, as well of course as 
electricity. It would also expect safe operating practices and a long term view taken of how the gas would be 
transported to the station, and any waste transported from the site. It would be concerned about direct pollution 
from gases etc, and would expect the company to minimise these. It would be concerned about the possibility 
of gas explosions, and would require reassurance about security procedures to deal with this risk. Some people 
would also be concerned about the overall effect on the world’s environment, and would expect the company to 
make efforts to minimise its ‘carbon footprint’. 


Answer to Interactive question 2 


Aims can be just as helpful as quantifiable objectives. Customer satisfaction, for example, is not something 
which is achieved just once. Some goals are hard to measure and quantify, for example ‘to retain technological 
leadership’. Quantified objectives are hard to change when circumstances change, as changing them looks like 
an admission of defeat: qualitative aims may support greater flexibility. 


Introduction to business ca 


Answers to Self-test 


1 An organisation is a social arrangement for the controlled performance of collective goals, which has 
a boundary separating it from its environment 


2 They may differ in terms of ownership (public or private), by whom their operations are controlled (by 
owners or managers), what they do, whether they are oriented towards making a profit, their size, 
their legal form (club, association, sole tradership, partnership, or company), where they get their 
money from and what technology they use 


3 To minimise the costs of providing the services 


4 A business is an organisation that is oriented towards making a profit for its owners but that can be 
regarded as an entity separate from its owners 


5 Fair terms of trade; prompt payment; continuity of custom 
Two of: profit satisficing; revenue maximisation; multiple objectives 


A business's mission is its basic function in society expressed in terms of how it satisfies its 
stakeholders 


8 B__ The objective is clearly time-bound and it is specific, as it is clear in which direction it wants activities 
to go. Being related to manufacturing it can be said to be relevant. However, it gives no indication of 
how the ‘increase’ is to be measured. 
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Managing a business 
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What is management? 

Power, authority, responsibility, accountability and delegation 
Types of manager 

The management hierarchy 

The management process 
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The importance of business culture to management 
Management models 

Business functions 


10 Marketing management 


11 Operations management 


12 Human resource management 


13 Introduction to organisational behaviour 
Summary and Self-test 


Answers to Interactive questions 
Answers to Self-test 


Introduction 


Learning objectives Tick off 
e Identify the various functional areas within businesses 
e Show how the business functions assist in the achievement of business objectives 


e Identify the nature and functions of organisational management, human resources management 
and operations management 


Ee 


e Show how the nature and functions of management are influenced by human behaviour 


Specific syllabus references for this chapter are: 1c, d. 


Syllabus links 


The material in this chapter will be developed further in this paper, and then in the Business Strategy paper at 
the Professional level. 


Examination context 


Questions on the nature of management, business functions and organisational behaviour could all easily 
appear in the exam. 


Questions are likely to be set in multiple choice format; straight tests of knowledge and scenarios are equally 
likely. 
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2.1 


What is management? 


Definition 
Management: ‘Getting things done through other people’ (Stewart). 


We defined an organisation in Chapter 1 as ‘a social arrangement for the controlled performance of collective 
goals.’ This definition itself suggests the need for management. 


° Objectives have to be set for the organisation 

e Somebody has to monitor progress and results to ensure that objectives are met 

e Somebody has to communicate and sustain corporate values, ethics and operating principles 
e Somebody has to look after the interests of the organisation’s owners and other stakeholders 


In a business managers act, ultimately, on behalf of owners (shareholders). !n practical terms, shareholders 
rarely interfere, as long as the business delivers profits year on year. 


In a public sector organisation, management acts on behalf of the government. Politicians in a democracy 
are in turn accountable to the electorate. More of the objectives of a public sector organisation might be set by 
the ‘owners’ — ie the government — rather than by managers. The government might also tell senior managers 
to carry out certain policies or plans, thereby restricting their discretion. 


Power, authority, responsibility, accountability and delegation 


Section overview 


e There are a number of significant forces at work in an organisation, which need to be managed. They: 
include power, authority, responsibility, accountability and delegation: 


e Power is the ability to get things done. 
e —_ Authority is the right to do something or to require someone else to do it. 


e — Responsibility is the obligation that someone has to do the thing that the person in authority over them has 
required. 


e Accountability is the responsible person’s liability to answer for what has happened to those with a 
legitimate interest in the matter. 


° Delegation means giving someone else the responsibility and authority to do something, whilst yernamning 
responsible and accountable for that thing being done properly. 


What is needed for effective management? 


Businesses have a large number of different activities to be co-ordinated, and large numbers of people whose 
co-operation and support is necessary for a manager to get anything done. As you have probably noticed if you 
have worked for any length of time, organisations rarely run like clockwork, and all depend on the directed 
energy of those within them. They need to be managed by managers. 


To understand how managers can do their jobs effectively, we need to understand the differences between 
power, authority, responsibility, accountability and delegation. 
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Reward (or 
resource) power 


Legitimate 
position) power 


Expert power 
Referent 
personal) power 


(or 


(or 
people. — 


2.2 Power 

a Definition 

wu Power: The ability to get things done. 
Power is not something a manager ‘has’ in isolation: it is exercised over other individuals or groups, and — to an 
extent — depends on their recognising the manager’s power over them. 
French and Raven (followed by Charles Handy) classified power into six types or sources. 

Type of power Description 

Coercive power The power of physical force or punishment. Physical power is rare in business 


_ organisations, but intimidation may feature, eg in workplace bullying. 


Based on access to or control over valued resources. For ayainpleict managers Chae 
access to information, contacts and financial rewards for team members. The amount of 
resource power a manager has depends on the scarcity of the resource, how much the 
resource is valued by others, and how far the resource is under the ‘manager’ s control. 


Associated with a particular position in the organisation. For example, a manager has ine 
power to authorise certain expenses, or issue instructions, because the authority to do so 
has been formally delegated to her. 


Based on experience, qualifications ¢ or oxpeniise: For example, aacountants: have ‘expat 
power because of their knowledge of the tax system. Expert power depends on others 


recognising the expertise inan area which they need or value. 


Based on force of personality, or ‘charisma’, which can attract, infVeneeo or inspire a other 


The power to disrupt operations: for example: by industrial action, refusal to porintiniealé 


Negative power 
(Handy) information, or sabotage. 
"C) Interactive question 1: Management power [Difficulty level: Intermediate] 
Lo Nasir Iqbal is a manager in the IT department of his firm. He has a degree in computer science and 14 staff 


reporting to him. What types of power can Nasir exert as a manager in order to make sure a project is 
compieted on time? 


See Answer at the end of this chapter. 


Authority 


Definition 


Authority: The right to do something, or to ask someone else to do it and expect it to be done. Authority is 
thus another word for position or legitimate power. 


Managerial authority is exercised in such areas as: 


e Making decisions within the scope of authority given to the position. For example, a supervisor’s 
authority is limited to his/her team and has certain limits. For items of expenditure more than a certain 
amount, the supervisor has to go to the manager 


e — Assigning tasks to subordinates, and expecting satisfactory performance of these tasks 
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2.4 Responsibility and accountability 


Definitions 


Responsibility: The obligation a person has to fulfil a task which s/he has been given. 


Accountability: A person’s liability to be called to account for the fulfilment of tasks s/he has been given by 
persons with a legitimate interest in the matter. 


The terms reflect two sides of the same coin. 
e A person is said to be responsible for a piece of work when he or she is required to ensure that the work 
is done 


e The same person is said to be accountable to a superior when he or she is given work by that superior 


One is thus accountable to a superior (or other persons with legitimate interest) for a piece of work for which 
one is responsible. 


2.5 Delegation 


The principle of delegation is that a manager may make subordinates responsible for work, but remains 
accountable to his or her own manager for ensuring that the work is done, that s/he retains overall 
responsibility. Appropriate decision-making authority must be delegated alongside responsibility. 


We will come back to delegation at the end of this chapter. 


3 Types of manager 


Section overview 


° Different types of manager have different types of authority. 
e . Amanager may have line, staff, functional or project authority. 


Types of manager in a business can be classified according to the types of authority they hold. 
e A line manager has authority over a subordinate. 


e A staff manager has authority in giving specialist advice to another manager or department, over which 
they have no line authority. Staff authority does not entail the right to make or influence decisions in the 
advisee department. An example might be a human resources manager advising a finance line manager 
on selection interviewing methods. 


° A functional manager has functional authority, a hybrid of line and staff authority, wnereby the manager 
has the authority, in certain circumstances, to direct, design or control activities or procedures in another 
department. An example is where a finance manager has authority to require timely reports from 
managers in other departments. 


° A project manager has authority over project team members in respect of the project in progress; this 
authority is likely to be temporary (for the duration of the project) and the project team are likely still to 
have line managers who also have authority over them. 


There are inevitable tensions involved in staff managers asserting staff authority in giving specialist advice to 
other managers. 


Problem Possible solution 


The staff manager can undermine the line Clear demarcations for line, staff and functional managers 
manager’s authority, by empire building. should be created. 
Lack of seniority: line managers may be more Use functional authority (via policies and procedures). 
senior than staff managers. _ Experts should be seen as a resource, not a threat. 

Expert staff managers may lack realism, going for They should be fully aware of operational issues and 
technically perfect but commerciaily impractical communicate regularly with the line managers. 

solutions. 


Staff managers lack responsibility for the They should be involved in implementing their 
success of their ideas. suggestions and share accountability for outcomes. 
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The management hierarchy 


Businesses of any size develop a management hierarchy, with some management positions holding more 
power and authority than others, the less powerful managers being accountable to the more powerful ones, 
and the latter being responsible for the performance of the managers lower down the hierarchy. As in Figure 
2.1, the hierarchy is usually represented as a pyramid, as top managers are far less numerous than direct 
operational staff. 


Characteristics Power Authority/ Accountability 
responsibility 


Few in number, responsible for overall 
direction and performance of the business 


business 


Middle managers: Many, responsible for ensuring performance 
managing managers targets are met by first-line managers 


First-line managers: managing Numerous, responsible for ensuring direct 
staff on direct operations operational staff do what is required 
Direct operational staff: doing the work 


Figure 2.1: The management hierarchy 


Very numerous, accountable to first-line 
managers for getting the job done 


We shall see a great deal more about this in Chapter 3. 
The management process 


Section overview 
e ~The process of management comprises planning, organising, controlling and leading. 


e — Planning involves setting. detailed objectives and targets in the light of.the overall objective, forecasts and 
resources. 


° Plans should be constantly reviewed and updated in the light of actual performance. 


-@ Organising involves identifying the processes, technology and people that are Stee and then 1 allocating 


and co-ordinating the work. 


: fd Controlling follows on from reviewing plans in the light of experience; control actions will often have to be 
, taken to ensure that the overall objective can still be met. 


. Leading means generating effort and commitment in a team. 


~e Feedback is an important part of the management process at every point. 
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5.1 The management process 


The efforts of people in the business (in particular the activities of direct operational staff) need organising, 
and as we have seen it is the primary role of managers to ‘get things done through other people’ (according to 
Rosemary Stewart). This ‘organising’ role is actually part of a management process which comprises four 
main tasks: planning, organising, controlling and leading. 


5.2 Planning 


Following on from the business’s overall objective, mission and goals, managers need to set the direction of the 
work to be done. This includes: ; 


e Pinpointing specific aims 
e Forecasting what is needed 
e Looking at actual and potential resources 
e Developing objectives, plans and targets 
° Using feedback from the control part of the process to make necessary amendments to the plan (as we 
saw in Chapter 1 when we looked at Figure 1.2 Planning and control systems) 
5.3 Organising 


Managers allocate time and effort in such a way that the objectives, plans and targets are likely to be met. This 
includes: 


e Defining what processes, technology and people are required 
e Allocating and co-ordinating work 


5.4 Controlling 


Managers monitor events so they can be compared with the plan and remedial action can be taken if required. 


5.5 Leading 


Managers generate effort and commitment towards meeting objectives, including motivation of staff. We shall 
see more about this later in this chapter. 


5.6 Putting the management process into action 


Any problems foreseen at the planning stage, such as lack of staff, must be taken account of when deciding 
how activities should be organised so that, say, more staff are recruited. If, once the plan is put into action, it 
transpires that as well as too few staff there are not enough staff with the right skills, this control information 
must be fed back to the planning part of the cycle, where training programmes can be planned for 
implementation at the organising stage. 


By means of this process, and the important element of leadership, the manager can take resources — staff, 
money, materials, equipment — and create the required outputs: goods, services, reputation, profit etc. 


We shall look in more detail at the planning and control process in Chapter 7. 


6 Managerial roles 


Section overview 


e . Managers actually do a great many things in the course of the management process, namely handling 
data and information, dealing with people, and making decisions. a ree eerie 


* Decisions have to be made regarding resource allocation, handling disturbances, negotiating, probiem- 


solving and acting in an entrepreneurial way. 
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The management process sets out what managers have to achieve and how, but it does not as such describe 
what managers actually do. Mintzberg (1973) defined what managers do in terms of three key roles: 


e The informational role (checking data received and passing it on to relevant people, as well as acting as 
the ‘spokesperson’ for his or her team in relation to other teams or his or her own manager) 


¢ The interpersonal role (acting as leader for his or her own team, and linking with the managers of other 
teams) 


e The decisional role. It is in this role that managers actually ‘do’ what we perceive as managing. In this 
role they: 


- Allocate resources to operations — for instance, deciding that three people are needed on an audit 
assignment 


~ Handle disturbances — such as dealing with an awkward client, or sorting out a crisis in staffing 
caused by illness 


- Negotiate for what they need — this may be with more senior managers or with client staff 
— Solve problems that arise 


- Actas entrepreneur — spotting gaps in the market, or unmet needs in clients. 


The importance of business culture to management 


orga sation’ s  cultiste has a very y profound effect on how managers perform their roles. A : 
ee Culture incorporates the common assumptions, values and beliefs that people in an organisation share. 


: = ee = Organisational culture: varies depending on whether the business is inward or outward looking, and on 
eee whether there is'a greater comparative need for flexibility or control. 


- «Internal process cultures. look inwards and seek control over their environment. 


foot . _ At the other extreme, open Systems cultures look outwards and are very flexible about the effects of the 
“environment. 


“e e A human relations culture is x inward -looking but is flexible as it focuses on the needs of people. 
ees A rational goal culture is very” aware of the: external. environment: but seeks to control it and its own 
- ‘proceseds: 


Managers have to operate within what is often referred to as the ‘culture’ of their particular business. 


Definition 


Culture: The common assumptions, values and beliefs that people share, ‘the way we do things round here’. 


Quinn (1995) emphasises two distinct tensions that affect the type of culture a particular business manifests: 


° The tension between having flexibility and having control 
° The tension between whether the business is inward- or outward-looking 


Figure 2.2 allows us to identify four different cultural types, which may characterise entire businesses or just 
parts of businesses. 
Flexibility 
Human relations culture | Open systems culture 
Internal process culture . Rational goal culture 
Control 


Inward-looking Outward-looking 


Figure 2.2: Types of business culture 
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Each cultural type can be briefly characterised as follows: 


e Internal process culture: The business looks inwards, aiming to make its internal environment stable 
and controlled. Goals are known and unchanging, and there are defined methods, rules and procedures. 
Security, stability and order motivate staff. Example: public sector organisations. 


e Rational goal culture: Effectiveness is defined as achieving goals that satisfy external requirements. The 
business is structured and controlled so as to deal effectively with the outside world. Competition and the 
achievement of goals motivate staff. Example: large established businesses. 


° Open systems culture: The external environment is a source of energy and opportunity, but it is ever- 
changing and unpredictable. The business must be highly flexible and open to new ideas, so it is very 
adaptable in structure. Staff are motivated by growth, creativity and variety. Example: a new business unit 
working with fast-changing technology. 


e Human relations culture: The business looks inwards, aiming to maintain its existence and the well- 
being of staff. Staff are motivated by a sense of belonging. Example: support service units 


The type of culture manifested by an organisation affects the way in which it is managed, as we shall see. 


Later in this study manual we shall consider how organisations can seek to ensure that they have an ethical 
culture. 


Management models 


Section overview 


e« Complex realities such as are found in any business of any size can be. ‘modelled’ or described fully, so 
that their workings can be understood and the effects of future policies and decisions can be predicted. 


What is a model? 


Models are used in management theory to represent a complex reality, such as a client’s business, which is 
then analysed and broken down into its constituent parts. Handy points out that management models: 


e —_ Help to explain the past, which in turn 

e Helps us to understand the present, and thus 
e To predict the future, leading to 

e More influence over future events, and 

e Less disturbance from the unexpected 


Some management models are based on the fact that the culture of the business pervades everything it does. 
Of particular importance are the two control-oriented cultures that we saw above: rational goal and internal 
process. 


The rational goal model of management 


A business with a rational goal culture uses the reason why the business does something to make sure it is 
done as well as possible. This is a model of management that has been developed over about 100 years, since 
the days of Frederick Taylor's ‘scientific management’ model back in 1915. Taylor analysed factory work and 
came to the conclusion that in order for every worker to reach their state of maximum efficiency, managers 
needed to be in detailed control of every last part of the process. Individual initiative was not part of the 
equation; instead Taylor put forward five ‘principles’ of scientific management: 


e Determine the one best way of doing a particular task 

° Select the best person to do this task on the basis of their mental and physical capabilities 
¢ Train the worker to follow the set procedure very precisely 

e — Give financial incentives to ensure the work is done in the prescribed way 

e Give all responsibility to plan and organise work to the manager, not to the worker 


Scientific management has come in and out of fashion over the years; there are strong elements of the model 
in some rational goal ideas commonly seen in organisations today: 
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e Systematic work methods — 

e _ Detailed division of labour 

e Centralised planning and control 

e —_’Low involvement’ employment relations, such as contract workers 


We shall come back to scientific management ideas later in this chapter. 


8.3. The internal process model of management 


The internal process model looks at how the organisation is doing things, not at why. In businesses with an 
internal process model of management we tend to find: 


e _ Rationality — use of the most efficient means to meet the business’s objectives 


e Hierarchical lines of authority; managers have closely defined areas of authority, and have none 
outside those areas 


° Detailed rules and procedures — businesses which are subject to tight regulation and public scrutiny, 
such as those in the financial services sector, tend to have more rules and procedures 


° Division of labour — tight limits are set on the areas of responsibility of staff 
° Impersonality — appraisals of staff performance are based on objective criteria, not personal preference 
e Centralisation (we shall come back to this in Chapter 3) 


Businesses today operate in an environment which requires a high degree of control (because of regulations) 
but in which there is a high degree of competition. Therefore management will apply the principles of both the 
rational goal and the internal process models. 


9 Business functions 


he key functions in any business are marketing, operations/production, human resources and finance. 


The functions that need to be performed in a business depend on many variables, such as what industry it is in, 
how geographically spread it is, and what its plans are for the future. Historically these functions have been 
identified generically as the following: 


e Marketing, including sales and customer service 

e Operations or production, usually including research and development (R&D), and procurement 
e Human resources 

° Finance 


The finance function is a major focus of the Business and Finance syllabus and will be covered in Chapter 7 
and throughout this Study Manual. Here we shall introduce a few of the principles that underlie the other 
functions. 


10 Marketing management 


Section overview __ : 
“e- Marketing is the management process which identifies, anticipates and supplies customer requirement: 
efficiently and profitably. It forms one of the key functions in any business. — 
e  -Acustomer may buy goods and services but the person who uses them is called the consumer. 


e Businesses may work i in consumer or industrial markets. 


e The elements of product marketing comprise . the marketing mix, which entails price, product, plact 
(distribution) and- promotion. For services it also includes people, processes and physical evidence. 


e Most markets require segmentation so that homogenous groups can be targeted. 
e 6A business may have a marketing orientation, or it may be sales-, production- or produét-orfentated. 
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10.2 


Push techniques of promotion ensure >that the ogi is there for the customer to ‘buy § 


ar technique 
persuade them to do so.. peal 


What is marketing? 


Definition 

Marketing: The set of human activities directed at facilitating and consummating exchanges. It therefore 
covers the whole range of a business's activities. 

OR 


Marketing: The management process which identifies, anticipates and supplies customer requirements 
efficiently and profitably. 


A distinction can be made between: 


e A customer, who purchases and pays for a good or service, and 
e Aconsumer, who is the ultimate user of the good or service 


Thus if a business is a manufacturer of corn flakes, its customers are wholesalers as well as supermarkets and 
small shops, but it is the consumer who eats the corn flakes. 


Consumer and industrial markets 


Markets can be analysed in terms of the product, or the end-user, or both. The most common distinction is 
between consumer and industrial markets. 


Consumer markets are the markets for products and services bought by individuals for their own or family 
use. Goods bought by consumers in these markets can be categorised in several ways: 


e FMCGs (fast-moving consumer goods). These are high volume, low unit value, fast repurchase, such as 
bread, baked beans. 


° Consumer durables. These have low volume but high unit value. They may be further divided into 
— White goods, eg fridges, freezers 
— Brown goods, eg CD players, cars 
— Soft goods: these may be thought of as synonymous with consumer durables, eg clothes, bed linen 
- Services, eg dentist, doctor, holidays 


A business which operates in the consumer market, selling to consumers, is often described as being in the 
‘business to consumers’, or B2C market. 


The main goods and services covered by industrial markets are shown below. 


Processed materials and 


Raw materials components Capital goods Supplies Services 
CLL ORO 4c Ae Machine tools ——_—— Stationery = Accountancy 
Timber. Texts “Computers Carbide tips Legal 
Coal en Packing materials Buildings Lubricants ——Distribution == 
Crude oil a Ce eens : Lorries eran bok 7 


Businesses operating in industrial markets are often described as ‘business to business’ or B2B. 
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The marketing mix and segmentation 


Definition 


Marketing mix: The set of controllable marketing variables that a firm blends to produce the response it wants 
in the target market (Kotler). 


The most common way of presenting the marketing mix for tangible products is the four ‘P’s. 


e Product: quality of the product as perceived by the potential customer. This involves an assessment of 
the product's suitability for its stated purpose (ie its features and benefits), its aesthetic factors, its 
durability, brand factors, packaging, associated services, etc. 


e Price: prices to the customer, discount structures for the trade, promotion pricing, methods of purchase, 
alternatives to outright purchase. 


e Promotion: advertisement of a product, its sales promotion, the company’s public relations effort, 
salesmanship. 


e Place: distribution channel decisions, website selling (e-tailing), location of outlets, position of 
warehouses, inventory levels, delivery frequency, geographic market definition, sales territory 
organisation. 


Where the business is engaged in the provision of services, a further three Ps are involved, making ‘the seven 
Ps of services marketing’: 


° People: the people employed by the service deliverer are uniquely important given they are likely to have 
regular interactions with customers. Service businesses therefore need to have excellent recruitment and 
selection policies, good training programmes (both in procedures and the service ethos), standard 
consistent operational procedures (eg airlines), the flexibility to enable staff to give good service, and 
effective motivational programmes. 


° Processes: these often determine the structure of the ‘service encounter’. There are some important 
‘moments of truth’ that determine how effective a service is, such as enquiries and reservations before the 
service is granted, registration procedures, timing of when the service is consumed (the internet allows the 
purchase of many services to be done 24/7, for instance), and what happens after the service has been 
consumed. 


e Physical evidence: this refers to items that give physical substance such as logos, staff uniforms and 
store layout/design — it gives the customer who buys a service ‘something to show for it’. 


How the elements are mixed varies enormously from product to product, and from business to business as can 
be seen below. 


Internet clothes 
retailer 


Mainframe computer 
manufacturer 


Company products/ 


Major national drinks 
manufacturer 


Marketing mix variable 


Product Similar to those of Similar to those of several Very advanced, subject to 
several other retailers, other manufacturers continual amendment, with 
both internet and a distinct place in the 
‘bricks and mortar’ market So. 

Price A vital factor. Probably Similar level and structure Different from that of its 
lower than similar to that of several other broad competitors. 
physically retailed manufacturers Customer looks for service 
goods and ‘value for money’ 

rather than initial cost 

Promotion Website is the sole A high percentage of A low’ percentage of 
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source of orders and 


product cost. Use of TV and 


product cost. Use of trade 


the major marketing various press media. Sales press and up-market 
expense promotions important magazines and 
_ Newspapers 


_ Sales. No sales people 


as such 


oriented, well-trained sales 
people 


A large team of sales 


people trained to combine 
selling skills with good 
knowledge of the product 
and its use 


Company products/ Internet clothes Major national drinks Mainframe computer 


Marketing mix variable retailer manufacturer manufacturer . 
Place (distribution) No intermediaries. Extensive use of No intermediaries. Small 
Distribution determined wholesalers, retailers and vehicle fleet. Relatively 
by postal and courier licensees of premises. infrequent deliveries. Little 
systems Frequent deliveries, storage of finished items 


regional warehouses, 
company owns its transport 
fleet 


A business operating in one market may vary the marketing mix for various segments of that market. 


Definition 


Market segmentation: The division of the market into homogeneous groups of potential customers who may 
be treated similarly for marketing purposes. 


This segmentation allows the organisation to vary its marketing mix to each of the segments it caters for. For 
instance, Ford operates in the new car market but does not sell one car in one way to the whole market. It 
segments the market (separating it into various sub-markets which have shared characteristics) and then 
targets the consumers within the segment using varying marketing mixes. It places different emphasis on the 
mix variables depending on the segment targeted. 


Segment of market Target segment by placing most emphasis on 


High income groups Promotion — to create the image of quality, status 


Families with children Product — size, safety 


Price — low: Product — reliability, economy 


Low income groups 


Interactive question 2: Product marketing [Difficulty level: Intermediate] 


Pick a product that you see in the supermarket and try to identify how the various elements of the marketing 
mix have been used in marketing it to you. 


See Answer at the end of this chapter. 


Marketing orientation and its alternatives 


Definition 


Marketing orientation: a marketing-oriented business is one which accepts the needs of potential customers 
as the basis for its operations. Its success is seen as being dependent on developing and marketing products 
that satisfy those needs. 


The implications of marketing orientation become much clearer when it is compared with alternatives. 


e Sales orientation: Some businesses see their main purpose as being just to sell more of the product or 
services which they already have available. They may make full use of selling, pricing, promotion and 
distribution skills, but there is no systematic attempt to identify customer needs, nor to create products or 
services which will satisfy them. 


e Production orientation: The business is just preoccupied with making as many units as possible. A 
classic instance is Henry Ford’s statement ‘you can have any colour [car] you like, so long as it’s black’. 
Customer needs are subordinated to the desire to increase output. 


° Product orientation: The company falls in love with its product, as is often seen with hi-tech industries, 
and it can no longer see that the sophisticated — and costly — specification is way beyond the needs of 
customers. 
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10.5 Product 


Camm, §=6Definition 
OL Product: Anything that can be offered to a market for attention, acquisition, use or consumption that might 
7 satisfy a want or need. It includes physical objects, services, persons, places, organisations and ideas. 
Marketers tend to consider products not as ‘things’ with ‘features’ but packages of ‘benefits’ that satisfy a 
variety of consumer needs. 
There are three main elements of a product: 
e Basic (or core) product — a car. This looks at the perceived or real benefits to be gained from the 
product, eg Volvo cars satisfy safety/security needs, BMWs satisfy ego or status needs, etc 
e Actual product — a Ford Focus 
e Augmented product — Ford Focus with 0% finance or extended warranty. Essentially an augmented 
product can be thought of as having more features per CU 
General factors to be considered when taking a product from basic to actual and augmented include the 
following: 
e Quality and reliability — often linked to the pricing decision, these are used for positioning the product. 
Level and consistency should be considered 
e Packaging - is it functional (eg round a fridge) or part of the overall appeal (eg perfume)? 
e Branding — this is often very important in highly competitive markets 
e Aesthetics — smell, taste, appearance, etc 
° Product mix — range of products, eg different Ford Focus models 
e __ Servicing/associated services — are these required? 
10.6 Price 


At what level the product should be priced is highly relevant in any marketing mix. Price is particularly important 
as it is the only P producing revenue (the other three incur costs). 


10.6.1. Influences on the business's pricing policy 


Costs: In order to make profits a business should ensure that its products are priced above their total 
cost, including their share of overheads. In the short term it may be acceptable to go below this if the price 
is still above the variable cost of producing one unit, thus ensuring a positive contribution towards the cost 
of overheads. 


Competitors: Only a monopoly can set any price it wants, and even this is often subject to government 
price controls and/or regulatory monitoring and approval. In very competitive markets the individual 
business has no choice, with the price being dictated by the market. The reality is usually somewhere 
between these two extremes. Relative pricing is extremely important in many markets, that is the price 
must be comparable to those of competitors. 


Customers: As with all other marketing decisions, a consideration of customer expectations is essential in 
setting prices. If possible, a business should try to determine exactly how customer demand is affected by 
changes in price (price elasticity), and therefore how many sales will result at a given price. 


Corporate objectives. Possible pricing objectives are: 
— To maximise profits 


— To achieve a target return on investment. This results in an approach based on adding something to 
the quantified cost to the business of providing the product 


~ To achieve a target revenue figure 
-  Toachieve a target market share 
— To match the competition, rather than leading the market, where the market is very price-sensitive 


— To drive competitors out of the market through predatory pricing with a view to raising prices 
subsequently 


We shall see more about market price and factors affecting demand in Chapter 13. 
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10.7 Place (distribution) 


Providing customers with satisfying products at a price they like, while important, is not sufficient to ensure 
success. Such products must also be made available in adequate quantities, in the locations where customers 
expect to find them and at the times when customers want to buy them. 


The basic decision to be made when considering distribution is whether to sell direct, often via the internet. 


Producer Consumer 
or to use intermediaries to give a longer distribution chain: 


INTERMEDIARIES 
Advantages of selling direct Advantages of using intermediaries 
° No need to share profit margins e More efficient logistically 
° Control over ultimate sale e Costs usually lower 
° Speed of delivery to ultimate consumer likely to ¢ Consumers expect choice at point of sale 
be quicker e Producers may not have sufficient resources to 


sell direct 


10.8 Promotion 


Promotion is all about communication, thus informing customers about the product and persuading them to buy 
it. There are four main types of promotion (‘the communication mix’): 


Advertising 
Sales promotion (such as ‘buy one, get one free’ offers) 
Public relations; and 


e 
e 
e 
e Personal selling. 


We may distinguish two elements in promotion in Figure 2.3. 
PROMOTION TECHNIQUES 


Ensuring products/ Persuading the 
services are available ultimate consumers 
to consumers by to buy 


encouraging 
intermediaries, eg 
Sainsburys, to stock 
items 


Figure 2.3 Push and pull promotion techniques 


When determining its promotion package, the business should consider the customer and the ultimate 
consumer (in a B2C market). In a B2B market, the business needs to consider buyer, customer and user: these 
may be one and the same, but if not, all three have to be satisfied: 


e The business = the customer 
° lts purchasing manager = the buyer 
e Adirect operational worker = the user 
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Operations management 


Operations and production management 


Definition 
Operations (or production) management: Creating as required the goods or services that the business is 
engaged in supplying to customers by being concerned with the design, implementation and control of the 


business’s processes so that inputs (materials, labour, other resources, information) are transformed into 
output products and services. 


All operations involve a transformation process, but they can differ in four different ways or dimensions, 
referred to as the ‘four Vs’ of operations: volume, variety, variation in demand and visibility. Each of these 
affects the piss in which an operon will be oeanies? and managed. 


Volume: ‘Operations differ i in the ‘volume of inputs they handle and the soline of output they Bradlee, 


e High volume might lend itself to a capital-intensive operation, with specialisation of work and 
well-established systems for getting the work done. Unit costs should be low. 


e Low volume means that each member of staff will have to perform more than one task, so 
that specialisation is not achievable. Unit costs of output will be higher than with a high 
volume Operation. 


Variety: This refers to the range 2 of products or services an ‘operation provides, or the range 2 of inputs 


handled. For example, an operation might produce goods to customer specification, or it might 
produce a smail range of standard items. 


e High variety: the operation needs to be flexible and capable of adapting to individual 
customer needs. The work may therefore be complex, and unit costs will be high. 


e Low variety: the operation should be well-defined, with standardisation, regular operational 
routines and low unit costs. 


Variation Demand might vary with the time of the year rr (69 i in the tourist industry) 0 or even ‘the time of day 
in (eg telecoms traffic, commuter travel services). Variations in demand might be predictable, or 
demand: unexpected, and in degree it may be highly variable or not so variable at all. 


e High variation (fluctuating demand): the operation has a problem with capacity utilisation so it 
will try to anticipate variations in demand and alter its capacity accordingly (eg the tourist 
industry takes on part-time staff during peak demand periods). Unit costs are likely to be high 
because facilities and staff are under-utilised in off-peak periods. 


e Low variation (stable demand): the operation should achieve a high level of capacity 
utilisation, and unit costs will accordingly be lower. | 
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Visibility: This is the extent to which an operation is exposed to its customers, and can be seen by them. 
Some operations are partly visible to the customer and partly invisible: this distinction is often 
made in terms of ‘front office’ and ‘back office’ operations. 


e High visibility calls for staff with good communication and inter-personal skills. More staff are 
needed and so the operation is more expensive to run. Customer satisfaction with the 
operation will be heavily influenced by perception (eg customers will be dissatisfied if they 
have to wait), and staff need high customer contact skills. Unit costs of a visible operation are 
likely to be high. 


e Low visibility means that there is a time lag between production and consumption, allowing 
the operation to utilise its capacity more efficiently. Customer contact skills are not important, 
and unit costs should be low. 


Operations management is concerned therefore with balancing key variables: 


e External and internal demand for goods and services 
e Resources 


° Capacity of the long-term assets of the business such as machinery, buildings and computer systems, 
and of the other assets of the business such as people (staff) 


e Inventory levels 


e Performance of the process which creates the goods or services 


11.2 Research and development (R&D) 


The research and development (R&D) function may involve pure research and/or applied research and/or 
development. ; 


Definitions 


Pure research: original research to obtain new scientific or technical knowledge or understanding. There is no 
obvious commercial or practical end in view. 


Applied research: research which has an obvious commercial or practical end in view. 


Development: the use of existing scientific and technical knowledge to produce new (or substantially 
improved) products or systems, prior to starting commercial production operations. 


Applied research and also development may be intended to improve products or processes. 


e Product research: finding new and improved products for the market. The new product development 
(NPD) process must be carefully controlled; although new products are a major source of competitive 
advantage, they can cost a great deal of money to bring to market. 


e Process research: developing new and better ways of producing the goods/services 


The R&D function is sometimes seen as part of the operations function (say if its focus is on process research), 
sometimes as part of the marketing function (especially if its focus is NPD), and sometimes as a separate 
function entirely. 


11.3 Procurement 


am, Definition 


LI Procurement: the acquisition of goods and/or services at the best possible total cost of ownership, in the right 
Le quantity and quality, at the right time, in the right place and from the right source for the direct benefit or use of 
the business. 


Procurement may be part of the operations function of a business or it may be a function on its own. Its object 
should be to obtain the best procurement mix, comprising four elements. 
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Quantity: the size and timing of purchase orders will be dictated by the balance between: 
~ Time: delays in production caused by insufficient inventories 


— Cost of holding inventories: tied up capital, storage space, deterioration, insurance, risk of 
pilferage 


Quality: The quality of input resources affects the quality of outputs and the efficiency of the 
operations/production function. For instance the production department will need to be consulted about 
the quality of goods required for a manufacturing process, and the marketing department about the quality 
of goods acceptable to customers of a shop. 


Price: Favourable short-term trends in prices may influence the procurement decision, but it should really 
have an eye to the best value over a period of time — considering quality, delivery, urgency of order, 
inventory-holding requirements and so on. ‘ 


"Lead time’: this is the time between placing and delivery of an order, and it can be crucial to efficient 
inventory control and production planning. The reliability of suppliers’ delivery arrangements must 
therefore be assessed. 


Human resource management 


: Section overview — 


Managing. human resources means creating, developing and | aentaining an 5 effective workforce: which 
. matches the business's requirements and which responds effectively to the environment. 


_ HRM delete include planning . and control of personnal: levels; job design: recruitment and selection; . 


= grievance and dispute handling! compliance with legal and other standards, ‘including those related to 
health and safety; communication with employees; counselling employees; maintaining information and 
- records on personnel; encouraging workforce diversity. 


“Hard approaches ‘to HRM focus on workers as resources; pon approaches emphasise. that they are 


human, with short- and long-term needs and goals. 
Harvard’ s four Cs model of | HRM suggests that it should achieve: commitment, competence, congruence 


-and cost-effectiveness:in the workforce. 


What is human resource management (HRM)? 


Definition 


Human resource management: ‘The creation, development and maintenance of an effective workforce, 
matching the requirements of the business and responding to the environment’ (Naylor). 


Some workforce-related functions are likely to be the responsibility of a human resource department alone, 
such as: 


Personnel planning and control 


Production of job descriptions and person specifications in terms of what is needed: regarding experience, 
skills and education 


Development of policies for compliance with legal and other employment standards 
Development of training courses 
Designing remuneration packages and drawing up employment contracts 


Many aspects of human resource management however are also the responsibility of line managers in charge 
of employees’ day-to-day work. These include: 


Performance appraisal 
Discipline 

Identifying training needs 
Recruitment and selection 
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12.3 


Different approaches to HRM 
Hard and soft approaches to HRM have been identified, representing opposite ends of the spectrum. 


e The hard approach emphasises the resources element of HRM. Human resources are planned and 
developed to meet the wider objectives of the business, as with any other resource such as materials or 
money. It involves managing the functions of HRM (set out below) to maximise employee effectiveness 
and control staff costs. 


e The soft approach emphasises the human element of HRM. It is concerned with employee relations, the 
development of individual skills and the welfare of staff. It is exemplified in developing: 


— Short-term commitment, competence, congruence and cost-effectiveness (the four Cs model, see 
below) 


— Long-term individual well-being, organisational effectiveness and societal well-being 


The Harvard four Cs model of HRM 


The four Cs model was developed at Harvard as a means of investigating HRM issues in a wider 
environmental context rather than merely as a set of functions as listed above. It argues that HRM policies 
need to be derived from a critical analysis of: 


e Stakeholder demands, including employees as one legitimate stakeholder group 


e Situational! factors (eg labour market conditions, management style, technology, ownership, competitive 
conditions) 


The model suggests that the effectiveness of HRM should be evaluated under four headings: 


1 Commitment. Assesses employees’ motivation, loyalty and job satisfaction. These factors are likely to 
measure an employee’s commitment to a business. Measures can include labour turnover (how many 
people leave in a period compared with how many on average are employed), absenteeism, exit 
interviews, and satisfaction surveys. 


2 Competence. Relates to employees’ skills, abilities and potential. These may be measured by a skills 
inventory and appraisal system. The objective of HRM policies in this area should be to attract, retain, 
motivate, train and promote the right people. 


3. Congruence. This is a measure of the extent to which management and employees share a common 
vision for the business and act consistently to attain that vision. Evidence of congruence can include 
absence of grievances, conflicts and strikes, and the state of industrial relations. 


4 Cost-effectiveness. Concerns operational efficiency and productivity. Outputs are aimed to be achieved 


at the lowest input cost. Labour cost and effectiveness by comparison to competitors may be a measure of 
HRM achievement in this area. 
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13 Introduction to organisational behaviour 


‘helpful t to see an » ofganisation in terms. of one or more of Moiian’ s fetaphore: a machine, an 
inism, a brain, a culture, a political system, a psychic prison, flux and transformation, and an 
strument of: domination. 


- ‘Important models of human behaviour in organisations include ‘ieee: scientific aaa theory, 
and McGregor’s Theory X and Theory Y. Taylor and Theory X both emphasise the importance of 
*- remuneration as a key need and therefore motivator of people. 


ee ~Maslow’s more complex content theory of the hierarchy of people’s needs specifies that people’s 
behaviour stems from their desire to fulfil their needs, but that once certain needs (eg for a good level of 
pay) are fulfilled they no longer motivate. 


‘e  Herzberg goes one further to say that remuneration is simply a hygiene factor: it can demotivate but does 
not of itself motivate people to fulfil their true potential. This can only be achieved by motivator factors, 
such as recognition, challenge, responsibility and advancement. 


« Teams or groups of people in organisations who communicate with each other and who have a leader, a 
common sense of identity, a common aim, group norms of behaviour are often very effective. 


« Groups go through a number of stages as they develop: forming, storming, norming and performing 
(Tuckman). 


e In an active work group there are a number of key roles, including those of the leader, shaper, ‘plant’, 
evaluator, resource-investigator, company worker, team worker and finisher (Belbin). 


e The effectiveness of a manager is determined by the degree of autonomy and authority they have, and 
what sort of leadership style they manifest. 


e Leadership style varies from being exploitative and authoritative to being participative. A manager who 
subscribes to McGregor’s Theory X will favour the former, while a manager who favours Theory Y will 
veer towards the latter. 


e Delegation is a very important means by which managers get things done but it has drawbacks as well.as 
advantages. 


13.1 What is organisational behaviour? 


gai Definition 
OL Organisational behaviour: The study and understanding of individual and group behaviour in an 
; organisational setting in order to help improve organisational performance and effectiveness (Mullins). 


Organisational behaviour is not about human behaviour alone, but about how people's behaviour interlinks 
with the business’s formal structure, the tasks to be undertaken, the technology and processes used, the 
management process and the external environment. 
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13.2 The organisational iceberg 


A useful image for how human behaviour is affected by many variables and is manifested in organisational 
behaviour is put forward by Hellriegel, Slocum and Woodman as the ‘organisational iceberg’ (see figure 2.4 
below). 


‘One way to recognise why people behave as they do at work is to view an organisation as an iceberg. What 
sinks ships isn’t always what sailors can see, but what they can’t see.’ 


In other words, as well as the formal aspects of a business which one can see ‘above the waterline’ (they are 
‘overt’), there are many behavioural aspects which one cannot see as such (they are ‘covert’, or under the 
water). It is these covert aspects which tend to cause the most problems! 


Iceberg visible 
above waterline 


aspects 

(overt) Formal goals Technology Physical facilities | Organisation design 
Surface competencies and skills Rules and regulations 

Behavioural 

aspects Attitudes 

(covert) Communication patterns 


Informal team processes 
Personality 
Conflict 
Political behaviour 
Underlying competencies and skills 


Figure 2.4 The organisational iceberg 


13.3. Organisational metaphors 


In order to help us understand the complex nature of life in businesses, Morgan developed a range of 
metaphors, likening the business to a number of different things in order to bring out certain characteristics of 
organisational behaviour. Note that some or all of the metaphors may be applied to the same business — they 
are mostly not mutually exclusive. 


View the business as: The business is seen as: 


A machine A set of efficient operations in a routine, reliable and predictable context; effective 
when business has a stable and protected environment 

An organism A living, highly adaptable system; effective when business operates in a turbulent 
and dynamic environment 


A brain : Inventive, rational, flexible and creative; effective when business needs intelligent 
changes and the ability to learn 


A culture - A complex system made up of unique combinations of ideologies, values, rituals 
and systems of belief and practice; effective particularly when contemplating 


interests; helps to understand the practical reality of getting things done, or often 
not getting things done, in a business 


“Apsychic prison -—A set of illusions about what has happened and is happening; helps to understand _ 
why businesses do not always act rationally 
Flux and A combination of permanent and changing features; effective particularly when 
transformation contemplating changes to the business 


An instrument of Power struggles which lead to the business pursuing the goals of the few, not the 
domination many; again, helpful in understanding why things do or do not get done 
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13.4.1 


13.4.2 


Models of human behaviour 


Early writers, such as Taylor, stated that people were similar and could be treated in a standardised fashion. 
McGregor, in contrast to Taylor, found that individuals did behave differently from each other. As individuals are 
different, what motivates each individual will differ from person to person. 


Taylor's model: scientific management 
Taylor made three basic assumptions about human behaviour at work: 


e People are rational economic animals concerned with maximising their economic gain 
e People respond as individuals, not groups 
° People can be treated in a standardised fashion, like machines 


Taylor's conclusions were as follows: 


e Main motivator: high wages 
e Manager's job: tell workers what to do 
e Workers’ jobs: do what they are told and get paid 


Interactive question 3: Human behaviour [Difficulty level: Intermediate] 
Taylor wrote his Principles of Scientific Management in 1911. How relevant is it today? 


See Answer at the end of this chapter. 


McGregor’s model: Theory X and Theory Y 


McGregor developed two theories, X and Y. Each one represents a different set of assumptions about how 
people are. He did not imply that one or other theory typifies all people. X and Y are two extremes with a whole 
spectrum of values between the two. 


Theory X 


e __ Individuals dislike work and avoid it where possible 

e Individuals lack ambition, dislike responsibility and prefer to be led 

e — Asystem of coercion, control and punishment is needed to achieve business objectives 
e Above all, the individual desires security 


Theory Y 


e — Physical and mental effort in work is as natural as rest or play 

e Commitment to objectives is driven by rewards — self-actualisation is the most important reward (see 
Maslow’s hierarchy below) 

° External control and threats are not the only way to achieve objectives — self-control and direction are very 
important 

e People learn to like responsibility 

e The intellectual potential of the average human is only partially utilised — it needs to develop further 


In order to understand ‘what’ motivates people we shall look first at content theories of motivation, then focus 
on creating conditions that meet individuals’ needs. 


Motivation 


Definition 


Motivation: The degree to which a person wants certain behaviours and chooses to engage in them. 
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Motivated workers are characterised by: 


Higher productivity 

Better quality work with less waste 

A greater sense of urgency 

More feedback and suggestions made for improvement 
More feedback demanded from superiors 
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Clearly these are desirable features to have. Research has shown that motivated employees will work at 80— 
95% of their ability whereas employees lacking motivation will typically work at 30% of their ability. Demotivated 
workers are likely to become alienated. 


Maslow’s content theory: the hierarchy of needs 


One way of understanding individual behaviour is in terms of the individual’s needs, which may be conscious 
or subconscious. The basic model is in Figure 2.5. 


People have needs 


They formulate goals and strategies to satisfy those needs 


Behaviour 


Figure 2.5: Basic model of need-driven behaviour 


Abraham Maslow (Motivation and Personality (1954)) suggested a hierarchy of such needs to explain an 
individual’s motivation. 


Status/ego needs 


Social needs 


Safety/security needs 


Basic/physiological needs 


Figure 2.6: Maslow’s hierarchy of needs 


A person will start at the bottom of the hierarchy or pyramid and will initially seek to satisfy basic 
physiological needs — food, shelter, clothing etc 


Once these needs are satisfied they no longer motivate and the individual concerned moves up to the 
next level; safety/security needs 


Safety needs could encompass physical safety (eg wearing a hard hat on a building site) and/or protection 
against unemployment and the consequences of sickness, as well as being safeguarded against unfair 
treatment 


Again, once these needs are satisfied (eg by company rules re dismissal, health and safety, pension 
policies etc) they no longer motivate and the person moves up to the next level in the hierarchy 


Social needs recognise that people want to belong to a group. Being a member of an effective team, or 
enjoying good social interaction with colleagues, satisfies these needs so they no longer motivate, and the 
individual moves up to the next level in the hierarchy 
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¢  Status/ego needs involve the desire to have the respect and esteem of others. This could be satisfied, for 
example, by gaining a promotion 


¢  Self-actualisation needs are concerned with what people think about themselves, whether they feel that 
their lives are worthwhile and that they have meaning. For many this can only be satisfied by ongoing 
_ success and new challenges 


Needs may be met in or out of the workplace. For example, a person who is captain of a local sports team may 
not feel the need to engage so much in social activities at work. 


Maslow’s hierarchy does not mention money in its list of specific factors (social needs etc). One of the 
important emphases of the theory was on the significance of non-financial motivators. However, Maslow did 
see money as a contributory factor — ie money itself is not important except where it helps one satisfy the basic 
and safety needs. 


While money is likely to be very important in satisfying basic physiological needs it is only important regarding 
Status needs if status symbols such as BMWs, Rolex watches, etc are valued by others. 
Herzberg’s content theory: hygiene and motivating factors 


Herzberg (Work and the Nature of Man) found that the factors causing motivation and positive job satisfaction 
were not simply the opposites of factors causing demotivation and dissatisfaction. 


This led him to suggest a two-step approach to motivation and satisfaction, as shown in Figure 2.7. 


Hygiene factor. Motivating factors 
Dissatisfaction ¥9 (1) Workers no longer ( ‘ Positive 
and ———_> dissatisfied but not —_—~__» satisfaction and 
demotivation yet motivated motivation 


Figure 2.7: Hygiene (1) and motivating (2) factors 


Hygiene factors are involved in dealing with dissatisfaction (step (1)) but motivating factors are needed to 
ensure actual motivation (step (2)). 


Just as hygiene may prevent disease but is insufficient to make people healthy, so dealing with ‘hygiene 
factors’ will prevent dissatisfaction but will not necessarily lead to motivated workers. Hygiene factors are 
concerned with the context of the job rather than its content: 


¢ Company policy and administration 
e Supervision 

e Salary 

° Relationship with other staff 

e Working conditions 


Motivating factors are concerned with the content of people’s jobs and need to be addressed to ensure 
motivation. They include: 


e Asense of achievement 
° Recognition 

e Challenging work 

e — Responsibility 

e Advancement 

e —_—- The job itself 


One of the most significant aspects of Herzberg’s findings was the classification of salary as a hygiene factor, 
that is that increasing salary would reduce dissatisfaction but would not motivate workers. Like Maslow, 
Herzberg emphasised the importance of non-financial motivators. 


This was in contrast to the prevailing thought of the time that would attempt to deal with problems regarding 
motivation by paying people more. 


Note that hygiene factors are concerned with satisfying lower-level Maslow needs (basic, safety, social) 
whereas motivating factors are more concerned with higher Maslow needs (status and self-actualisation). 
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13.6 Group behaviour 


LL Defination 
LE Group: A collection of people with the following characteristics: 


° Common sense of identity 

e Common aim or purpose 

° Existence of group norms (ie expected/accepted standards of behaviour) 
° Communication within the group 


° The presence of a leader 
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13.6.1. The usefulness of groups 
As far as businesses are concerned, groups are used to: 


e Bring together several skills 

e Plan and organise 

e Solve problems/take decisions 

e Distribute information 

e _ Arbitrate or make awards 

e Co-ordinate between departments 


As far as individuals in businesses are concerned, groups are useful to: 


e Satisfy social and status needs (Maslow) 
e Give support, and 
e Provide social contact and personal relationships 


13.6.2 Stages of group development 
Tuckman formulated four stages through which groups proceed. 


e Forming. At this initial stage, the group is no more than a collection of individuals who are seeking to 
define the purpose of the group and how it will operate 


e Storming. Most groups go through this conflict stage. Here, preconceptions are challenged, and norms 
of attitude, behaviour etc are challenged and rejected. Members compete for chosen roles within the 
group (eg leader, comedian). If successful, this stage will have forged a stronger team with greater 
knowledge of each other and their objectives 


° Norming. This stage establishes the norms under which the group will operate. Members experiment and 
test group reaction as the norms become established. Typically, the norming stage will establish how the 
group will take decisions, behaviour patterns, level of trust and openness, individuals’ roles, and so on 


e Performing. Once this final stage has been reached the group is capable of operating to full potential, 
since the difficulties of adjustment, leadership contests etc should have been resolved 


Tuckman suggested that groups are inefficient at the forming and storming stages, become more efficient at 
the norming stage but really need to reach the performing stage for maximum efficiency. 
13.6.3 Team roles 


Belbin observed that people adopt one or more of the following eight roles when placed within a particular type 
of group context, this is a team. 


e The leader — co-ordinating (not imposing) and operating through others 
e The shaper — committed to the task; may be aggressive and challenging; will also always promote activity 
e = The plant — thoughtful and thought-provoking 


e The evaluator — analytically criticises others’ ideas; brings team down to earth 
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e The resource-investigator — not a new ideas person but tends to pick up others’ ideas and adds to them; 
is usually a social type of person who often acts as a bridge to the outside world 


e The company worker —- turns general ideas into specifics; is practical and efficient; tends to be an 
administrator handling the scheduling aspects 


e The team worker — concerned with the relationships within the team; is supportive and defuses potential 
conflict situations 


e ~——- The finisher — unpopular, but a necessary individual: the progress chaser ensuring that timetables are 
met 


Belbin suggested that an effective team will have each personality type represented, subject to the following: 


e Only one leader and/or shaper is required 

e Equal numbers of plants and evaluators 

° Equal numbers of company workers and team workers 
e Not too many finishers (probably one is enough) 


Belbin later suggested an additional role: the specialist, brought in from outside the team. 


13.7 Leadership style 
The effectiveness of any given manager will be influenced by their: 
e Authority: having sufficient rights to control and judge the actions of subordinates 
e Autonomy: giving subordinates necessary and reasonable freedom of action to carry out their roles 


° Leadership: exercising the power conferred by right in such a way as to win a willing and positive 
response from subordinates 


There has been extensive research into ‘managerial effectiveness’ and numerous attempts to describe/identify 
the ‘best’ leadership ‘style’ to adopt. 

13.7.1 Likert’s authoritative — participative continuum 
Likert identified four basic leadership styles, in Figure 2.8. 


Exploitative — Benevolent — Consultative » Participative 
authoritative authoritative 
Complete 
Decisions | ———~> Increasing trust in subordinates’ ability ———> trust + 
imposed discussion 


Motivated ——+ More participative motivation style Motivated 
by threats by rewards 
— goals agreed 


Centralised High 
decision- —_________» Increasing delegation _________, degree of 
making delegation 
Little superior/ Frequent 


subordinate | ———————> Increasing communication ———————*_ communication 
communication 


Superior + Superior + 
subordinates ————--——+ Increasing teamwork ——————————> subordinates 
act as individuals act as a team 


— no teamwork 


Figure 2.8: Likert’s four leadership styles 
e Exploitative-authoritative 


— Decisions are imposed by managers on subordinates 

—  Subordinates are motivated by threats 

— Authority is centralised with minimal delegation 

— There is little communication between superior and subordinate 

— There is no teamwork (ie managers and subordinates do not act as a team) 
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° Benevolent-authoritative 


— Leadership is by a condescending form of the master—servant relationship 
—  Subordinates are motivated by rewards 

— There is some degree of delegation of responsibility 

— There is little communication between superior and subordinate 

— There is relatively little teamwork 


° Consultative 


—  Superiors have substantial but not complete trust in their subordinates 
— Motivation is by rewards and some involvement in objective-setting 

— There is an increasing degree of delegation 

— There is some communication between superior and subordinate 

— There is a moderate amount of teamwork 


e Participative 


—  Superiors have complete confidence in subordinates 

— Motivation is by rewards and participation in objective-setting 

~ There is a high degree of delegation 

— There is much communication between superior and subordinate 
— There is a substantial amount of teamwork 


Likert considered the participative style to be ideal for the profit-oriented and human-conscious business, and 
said that all businesses should adopt this style. Other writers disagree, arguing that under certain 
circumstances a form of authoritarian management works best, eg in the small entrepreneurial business. 


Likert also identified four characteristics of effective managers. 


1 Employee-centred rather than work-oriented 

2 Set high standards but are flexible in terms of methods to use to achieve those standards 
3 Natural delegators with high levels of trust 

4 Encourage participative management 


"Co) Interactive question 4: Management effectiveness [Difficulty level: Intermediate] 


Consider a manager for whom you have worked in the past, or perhaps the manager of the audit on which you 
are currently engaged. Consider objectively how effective that manager was, and try to identify what in 
particular the manager was/is good/bad at. 


See Answer at the end of this chapter. 


13.7.2 McGregor’s Theory X/Theory Y 


lf a manager believes McGregor’s Theory X, then he or she is more likely to adopt a coercive, dictatorial 
approach to leadership. Employees will be seen as a barrier to be overcome. 


If Theory Y is believed, then employees are seen as having great potential and the manager’s role is to help 
people to realise that potential. 
13.7.3 Blake & Mouton’s managerial grid 


The managerial grid put forward by Blake and Mouton allows us to map a particular manager’s leadership 
style according to where it features on two scales: concern for people, and concern for getting the task done. 
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high 47/19 2 > 9-9 


? 
Concern 
for people 5-5 ? 
low y (el 9-1 
I 9 
> 
low Concern for high 


task 
Figure 2.9: Blake and Mouton’s Managerial Grid ® (republished in 1991 as the Leadership Grid) 


Managers at each of the five points marked can be characterised as follows: 


9-9 Participative (team manager). High productivity as a result of the integration of task and human 
requirements. 


9-1 Authoritarian. People are treated like machines to get the task done. 
1-9 ’Country club’. Keep everyone happy, don’t worry about the task. 
5—5 Average. No-one over-exerting themselves. 


1-1 Impoverished. No concern for either people or getting the task done. Should these people be managers? 
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Definition 


Delegation: Delegation involves giving a subordinate responsibility and authority to carry out a given task, 
while the manager retains overall responsibility. 


Advantages of delegation: 


e Manager can be relieved of less important activities 


° It enables decisions to be taken nearer to the point of impact and without the delays caused by reference 
upwards 


° It gives businesses a chance to meet changing conditions more flexibly 
° It makes the subordinate’s job more interesting 

e It allows for career development and succession planning 

e It brings together skills and ideas 

e Team aspect is motivational 

° It allows performance appraisal 


Problems caused by poor delegation: 


e Too much supervision can waste time and be demotivating for the subordinate 


e Too little supervision can lead to subordinates feeling abandoned and may result in an inferior outcome if 
they are not completely happy with what they are doing 


e Manager tries to delegate full responsibility, that is s/he uses delegation to ‘pass the buck’ 
e Manager only delegates boring work 
e Manager tries to delegate impossible tasks because s/he cannot do it themselves 


° Managers may not delegate enough because they fear their status is being undermined, and they want to 
stay in control 


e Subordinates may lack the skills and training required 
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Summary (1/2) 


: Price 
Procurement Costs Competition 
Quality Customers 
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Lead time R&D Marketing mix 
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Markets 
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demand 
peak Behaviour in 
Yel organisations (2/2) A business cannot run itself 


It needs to be managed 


. Effective management Culture 
4 Types of manager 
= harnessing fordées of ; 
Line Staff 
Functional Project 


Internal process 
Rational goal 
Open systems 
Human relations 
may be delegated 


Management process 
Accountability 3 shee 
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(Chapter 3) Informational interpersonal 


Decisional 
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Summary (2/2) 
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Metaphors 
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Authority 


How managers behave 
in organisations 


Behaviour in organisations 


Leadership styl : 
pss How humans behave 


Shoe Herzberg’s hygiene and 
in organisations Motivation BS NYE 


motivating factors 
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management (McGregor) hierarchy How groups behave 


(Taylor) within organisations 
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Self-test 


Answer the following questions. 


1 


When a manager delegates authority and responsibility for a task, they also delegate full accountability. 
True or false? 


Cedric is an IT specialist responsible for a new database which is used by all functions in the organisation. 
If Kara, a human resources manager, attempted to alter the database parameters Cedric could prevent 
her from doing so by exercising: 


A _ Line authority 

B Staff authority 

C Functional authority 
D Project authority 


Ethel has been given responsibility for identifying the processes, technology and up to five people 
required to complete a particular project, and then to allocate the work and co-ordinate it. In terms of the 
management process, Ethel is 


A Planning 

B Organising 
C Controlling 
D Leading 


Which two of the following qualities are typical of a rational goal culture? 


A Inward looking 

B The need to be flexible 

C The need to control the environment 
D = Outward looking 


Which two of the following elements of the marketing mix are peculiar to services marketing? 


Price 
Place 
People 
Promotion 
Processes 
Place 


7™aMVOWY 


Strand plc operates in the fast moving consumer goods market, where it is a medium-sized player. When 
determining how much to charge its customers for one of its established products, the main influence on 
Strand plc will be its 


A Customers 

B- Costs 

C Corporate objectives 
D Competitors 


Randalf, a manager with Trent plc, is faced with a decision about a service that is being marketed to 
consumers. The service requires four people for delivery and costs CU1,000 when these people are 
directly employed. A sub-contractor has told Randalf that he would charge Trent plc CU1,000 to deliver 
the service to customers. This decision is one about 


A Marketing management (place) 

B Operations management (procurement) 
C Finance (relative costs) 

D Human resources management 


In terms of the organisational iceberg, which of the following is a covert variable affecting organisational 
behaviour? 


Political behaviour 
Organisational design 
Organisational goals 
Regulations 


UOWU> 
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9 The model of human behaviour that states that humans seeks security above all else is called 


A Theory X 

B_ Scientific management 
C The hygiene factor 

D Theory Y 


10  Sitin’s team leader has told him that as a member of the team he is very committed to the team’s task and 
always promotes activity, but that sometimes he can be too aggressive and challenging. In terms of 
Belbin’s roles, Sitin is the team’s 


A Plant 

B Evaluator 
C Shaper 

D Finisher 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Answers to Interactive questions 


Answer to Interactive question 1 


Nasir has resource power by virtue of the fact he manages 14 IT staff, and he has position power as their 
manager. He has expert power by virtue of his qualification. There is no information on which to base an 
assessment of his coercive, personal or negative power. 


Answer to Interactive question 2 


In FMCG, such as you see in a supermarket, the supplier will have made tremendous efforts to use all aspects 
of the marketing mix to persuade you to buy and use the product. In terms of product it will have been designed 
to satisfy a range of your needs, including how you may feel about packaging and the look of it. Its price will 
have been designed to be affordable to its target market whilst securing both a profit and an edge over 
competitors for both the manufacturer and the supermarket. The product has been placed in the supermarket 
via a network of intermediaries, although large chains like Tesco frequently deal direct with producers and 
handle the distribution (inbound logistics) themselves too. It will be placed in a position in the supermarket such 
that you are encouraged to see it and want it; products vie for shelf space at eye level in the supermarket, and 
where ranges are situated is a key element of supermarket marketing. Fresh produce is often placed at the 
entrance to be appealing to the eye and draw you in; the fragrance of fresh bread is often piped over from the 
bakery to appeal to your sense of smell at the entrance too. Promotion extends beyond placement on the 
shelves to include offers such as BOGOF (buy one get one free) and advertising in various media. 


Answer to Interactive question 3 


Large hotel chains make use of standard recipes and performance standards manuals. Housekeeping staff 
have a prescribed layout for each room with training based on detailed, ordered procedures and ‘one best way’ 
to service a room. Staff are expected to clean a set number of rooms per shift with bonuses for extra rooms. 


This is just one example of the systematic work methods and detailed direction of labour that Taylor advocated, 
and which are still much in evidence in today’s businesses. 


Answer to Interactive question 4 


The manager's style — the degree to which they are authoritative or participative — should be evaluated by 
considering how they made decisions, delegated, communicated, motivated and operated the team. If you 
found the manager was good it was probably because they focused on employees, set high standards for 
output but were flexible about methods, trusted you and delegated happily, and encouraged you to join in with 
decisions and generally feel involved. 
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Answers to Self-test 


1 False. The manager remains accountable to senior management for the task 


2 C Cedric has line authority only over his immediate subordinates. He has general staff authority by 
which he can advise other line managers on using the database, but in an issue such as this where 
he is responsible for the database, he can exercise functional authority to prevent Kara from 
changing the parameters 

3B 

4 CandD 

5 CandE 

6 D_ FMCG are highly competitive markets so the prices charged by competitors will in the end be the 

greatest influence 

7 B 

8 A 

9 A 

10 C 
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Answers to Interactive questions 


Answers to Self-test 


Introduction 


Learning objectives Tick off 


° Identify the various functional areas within businesses 


LIL 


° Identify the nature and functions of organisational management 
° Identify different organisational structures and specify their advantages and disadvantages 


e Identify the differences between businesses carried out by sole proprietors, partnerships, limited 
liability partnerships, alliances and groups 


e Show the advantages and disadvantages of each business structure 


e Identify the differences between unincorporated businesses and companies, and show the 
advantages and disadvantages of incorporation 


Ea i 


Specific syllabus references are: 1c, d; 2a, b, c. 


Syllabus links 


Detailed legal aspects of partnerships and companies are developed further in Law at Certificate level. 
Accounting for sole proprietors, partnerships and companies is covered in Accounting at Certificate level. 
Groups are covered in Financial Accounting and Reporting at Professional level. Choosing the right 
organisational and business structures from a strategic perspective is developed in Business Strategy at 
Professional level. Optimising the financial aspects of organisational and business structures are covered in 
Financial Management at Professional level. 


Examination context 
Questions on both organisational and business structures could easily appear in the exam. 


Questions are likely to be set in multiple choice format and in a scenario context. Knowledge-type questions 
are also likely, based on particular principles, theories or models. 
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1.1 


1.2 


: Section o overview: 
: a . :, 


Introduction to organisational structure 


middle line has authority; together these are no Peis by seat Aostr “an 
strategic apex controls the centre, organisation, and in turn. it is guided by the organisation 
ideology. = ee 


e ~—- Classical principles : organisational s ‘structure arnphisisieéd: division: of work: aha scalat chain, the identity _ 
of authority and responsibility, centralisation, unity of command and direction, initiative, ‘subordin ion of 
individuat interests, discipline and order, stability, equity, fair remuneration and esprit de corps. fe 


e While some classical principles ‘still apply, in practice the values of mult-skiling and fexbity are vey 
important. ; ° 


e The organisation’s structure is conveyed via an organisation chart or manual, andor j in job descriptions. 


What is organisational structure? 


Definition 


Organisational structure: Formed by the grouping of people into departments or sections and the allocation of 
responsibility and authority, organisational structure sets out how the various functions (operations, marketing, 
HR, finance etc) are formally arranged. 


Organisational structure is a framework intended to: 


e Link individuals in an established network of relationships so that authority, responsibility and 
communications can be controlled 


e Allocate the tasks to be done to suitable individuals or groups 


e — Give each individual or group the authority required to perform the allocated tasks, while controlling their 
behaviour and use of resources in the interests of the business as a whole 


° Co-ordinate the objectives and activities of separate groups, so that overall aims are achieved without 
gaps or overlaps in the flow of work 


e Facilitate the flow of work, information and other resources through the business 


i “De FE. SO: Me, sao: 
The building blocks and co-ordinating 


mechanisms of organisational structure Strategic 


Mintzberg suggests that all businesses can be analysed into six ‘building 
shown in Figure 3.1: the operating core, middle line and strategic 
(the management hierarchy that we saw in Chapter 2) plus support 
and the technostructure, all taking place within an overall ideology. 


blocks’, as 
apex 
staff 


Support 
staff 


Figure 3.1: Mintzberg’s building blocks Operating core 
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Building block Function : . 


Operating core People directly involved in the process of obtaining inputs, and converting them into 
_ outputs, ie direct Operational staff. 


"Middle ine? Conveys the goals set by the strategie aI apex and eontole: the Wolke: of the Sparaling. 
_ core in ‘pursuit of those goals, ie middle and first- ‘line managers. 


Strategic apex Ensues the organisation follows its mission. Manages the Sraanisation Ss srelatonenio. 
_with the environment. . Top managers. 


Support staff Ancillary services such as PR, legal sounsel: the veafoleda and, Sacuty staff. Supper - 
staff do not plan or standardise operations. They function independently of the 
operating cc core. 


Technostricture Analysts determine and Standardise: ‘Work processes and techniques. 
Planners determine and standardise outputs (eg goods must achieve a specified level 
of quaiity). 
Personnel analysts standardise skills (eg through training programmes). 
Ideology Values, beliefs and traditions, ie the business culture. 
"C) Interactive question 1: Ideology [Difficulty level: Intermediate] 


Lo Where do you fit into the organizational structure of your firm? Try to identify the point at which the firm narrows 
to form the ‘middle line’ and also those departments which are part of the technostructure and support. What do 
you think the overarching ideology of the firm is? 


See Answer at the end of this chapter. 


Co-ordinating mechanisms integrate these building blocks into a cohesive unit, as follows: 


Direct supervision: giving of orders by a superior to a subordinate 
Standardisation of work: laying down standard operating procedures 
Standardisation of skills: requiring workers to have particular skills or qualifications 
Standardisation of outputs: specification of results such as the setting of targets 
Mutual adjustment: informal communication and self-government 


1.3. Classical principles of organisational structure (Fayol) 


Classical theories state that organisations are based on the principle of hierarchy which we saw in outline in 
Chapter 2. There is a line of decision-making power from the top of the organisation to the bottom. 


Henri Fayol, an early (‘classical’) management theorist, suggested that all organisations should follow the 14 
guiding principles outlined in the table below, based on the principles of hierarchy, in order to function 
effectively and efficiently. 


Principle ; Comment 


Division of work _ Work should be divided and allocated rationally, based on Specialisation. 


Scalar chain Authority should flow vertically down a clear chain of command from highest to. 
lowest rank. This principle is linked to the concept of span of control, which is the 
number of individuals under the direct supervision of any one person. (This is 
discussed further below. ) 


Correspondence “of The holder of an office should ‘have enough authority. 4 carry oT all ‘the 
authority and responsibilities assigned to them. 
responsibility 


Appropriate Decisions should be taken at the top of the organisation where appropriate. 
centralisation - 
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Principle . Comment 


Unity of command For any action, a subordinate should receive orders from one boss only. Fayol saw 

(for people) dual command as a disease, whether it is caused by imperfect demarcation 
between departments, or by a superior giving orders directly to an employee 
_without going via the intermediate ‘superior. 


Unity of " direction There should be one head and one plan for each activity. 
(for the organisation) 


Initiative ‘i Bmbloyees: ‘should. be ‘encouraged 164 use , discretion, aaihin’ ‘the Bounds: of ‘their 


authority. 7 
Subordination . oR ; The Interest of oft one ammployses or group > of employees should: not arevalko over that of 
individual interests _ the general interest of the organisation. 
Discipline ay A fair disciplinary system can be a strength in ai an orsanisation: ‘Members oF the 
_ organisation: should behave in agreed ways. a 
Order” aS _ People and resources should reliably be where they a are » supposed to be. 
Stability of of personnel _ _ There should be continuity of employment where possible. - 
“Equity - ~ Organisational policies should be just. aa - 
"Remuneration a _ Rewards should be ‘fair’, satisfying both employer and employee alike. 
"Esprit de vcore’ 7 Harmony and teamwork are essential to promote discipline and contentment. 


Modern approaches to organisational structure 
Modern management theorists emphasise values such as: 


e  Multi-skilling. Contrary to the idea of specialisation, multi-skilled teams (where individuals are trained to 
perform a variety of team tasks, as required) enable tasks to be performed more flexibly, using labour 
more efficiently. 


e Flexibility. This is perhaps the major value in modern management theory. Arising from the competitive 
need to respond swiftly (and without organisational trauma) to rapidly-changing customer demands and 
technological changes, organisations and processes are being re-engineered to flexible structures such 
as the following: 


— Smaller, multi-skilled, temporary structures, such as project or task-force teams. 


— Multi-functional units, facilitating communication and co-ordination across departmental boundaries. 
This is called matrix organisation (which we shall see more about later), and it blurs the principle of 
‘unity of command’, since an employee may report both to their departmental superior and to a 
project or product manager whose job is to manage all areas of activity related to the product or 
project. 


— Flexible deployment of the labour resource, for example through part-time and temporary 
working, contracting out tasks, flexitime, annual (rather than daily) hours contracts and so on. 
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1.5 Communicating the organizational structure 


There are three main methods of communicating the structure of the business. These are outlined in Figure 


3.2. 
Oraanisation of The Business 


Organisation Chart Organisation manual Job description 


Pictorial representation of the structure Includes 


Advantages Disadvantages 


e Need to analyse Frequent updating as Details about all e Aresult of job analysis 


organisation detail people leave position in the 
organisation 


Includes responsibilities, 


e Provides at a glance Informal relationships e Standard dutionerend workanvelwed 


information not shown principles and 
working practices 


e Highlights formal May imply managers at Typical descriptions 


relationships the same level are 


: - Job title 
equally important - Department 
May encourage - Grade/level 


bureaucracy 


Duties and responsibilities 
Limits of authority 
Superiors and subordinates 


Figure 3.2: Communicating organisational structure 


2 Types of organisational structure 


Section overview 


e  Mintzberg’s six building blocks can be combined to form five different organisational structures: a simple 
structure, a machine bureaucracy, a professional bureaucracy, a divisionalised structure (geographic or 
product/brand) or an adhocracy. 


e These organisational structures are typified in part by whether the external environment is either simple or 
complex, and either static or dynamic. 


Mintzberg’s building blocks and coordinating mechanisms in Figure 3.1 are generally combined in one of five 
different types of organisational structure. Each is characterised by different types of external environmental 
and internal factors. 


Tybes-of External Key co-ordinating 
organisational : Internal factors Key building block ; 
environment mechanism 
structure 
Simple Simple Small Strategic apex Direct supervision 
structure Dynamic Young 
Simple tasks 
Machine Simple Large Technostructure Standardisation of 
bureaucracy Static Old work 
Regulated 
Professional Complex Professional Operating core Standardisation of 
bureaucracy Static Simple systems skills 


Business and Finance 


2.1 


Divisionalised Simple Very large Middle line Standardisation of 
Static Old outputs 


Diverse Divisible tasks 
Adhocracy/ Complex Young Operating core Mutual adjustment 
Innovative Dynamic Complex tasks 


We shall look at what simple, complex, static and dynamic mean in the context of external environment in 
Chapter 4. 
We will study four of these organisational structures in depth. 


° Simple organisational structure — known as the entrepreneurial structure 

e Machine bureaucracy organisational structure — known as the functional or bureaucratic structure 
° Divisionalised organisational structure (by product/brand or by geography) 

e Ad hoc organisational structure — known as the matrix structure 


The suitability of each structure will be dependent on the size of the business; generally speaking, as a 
business grows it will progress from entrepreneurial to functional to divisional structure. A matrix structure may 
occur independently or within a functional or divisional structure. 


Entrepreneurial structure 
Features 
e Entrepreneur has specialist knowledge of product/service 


e Entrepreneur has total control over running of the business 


Entrepreneur 


Employees 


Figure 3.3 Entrepreneurial structure 
The entrepreneurial structure is most suitable where there is one product or a group of similar products. 
Advantages 


° Quick decisions can be made with skill and flair 
° Goal congruence — the entrepreneur's objectives are pursued exclusively 
° Flexible/adaptable to change 


Disadvantages 


e Cannot expand beyond a certain size (too many decisions need to be made and too many people need to 
be managed) 


° Cannot easily cope with diversification into new products/services about which the entrepreneur does not 
have specialist skills/knowledge 


e _ Lack of career structure for lower level employees 


° May be too centralised, ie too much decision-making power retained by entrepreneur 
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2.2 Functional structure (bureaucratic structure) 
Features 


e Jobs grouped by common feature, eg production, and ranked in hierarchy, eg managers, supervisors, 
employees etc 


° Clear lines of reporting and authority exist 


° Formal procedures and paperwork characterise this type of structure 


e The vertical flow of authority (scalar chain) can go up and down through the structure from top to bottom 


Board of Directors 


Managing Director (MD) 


Manager Manager 
Product A Product B 


a 


Manager Manager Manager 
Process | Process 2 Process 3 


Ao a 


Figure 3.4 Functional structure (bureaucratic) 


The functional bureaucratic structure is most suitable where there is 


e¢ — Single product/closely-related product forms 
e Relatively stable environment, ie one not subject to rapid change 
e Asmaller enterprise 


Advantages 


¢ Good career opportunities, employees can progress ‘up through the ranks’ 
¢ Can be efficient as functional tasks are well-known and understood by individuals 
e Exploits specialist functional skills 


Disadvantages 
e — Structure is very rigid and unsuitable for 


- Growth 
- Diversification 


e Tendency towards authoritative non-participative management style as clear levels of authority are 
enforced 


e Poor decisions/slow decisions which have to pass along a line of authority 


° Functional heads may build empires and interfunctional disputes may result 
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2.3 Divisional structure 


Definition 


Divisionalisation: The division of a business into autonomous regions (geographic divisionalisation) or product 
businesses (product/brand divisionalisation), each with its own revenues, expenditures and capital asset 
purchase programmes, and therefore each with its own profit responsibility. 


Features 
° Business is split into divisions — division is usually by product/brand or by geography/location 
e Divisions are typically given responsibility for their profits and assessed in terms of profit (profit centre) 


e In Bangladesh the typical approach is to use a holding or parent company and subsidiaries (a group 
structure — we shall come back to this later in this chapter) 


Group Board of 
Directors 


Group services, 
eg finance 


Division 3 
Board 


Division 2 
Board 


Division manager 


Production Personnel Marketing 


Each division of the organisation might be: 
e A subsidiary company under the holding company (we shall come back to this) 
e  Aprofit centre within a single business 


Division | 
Board 


Figure 3.5: Divisional structure 


Successful divisionalisation requires certain key conditions. 


° Each division must have properly delegated authority, and must be held properly accountable to the 
group board (eg for profits earned). 


° Each division must be large enough to support the quantity and quality of management it needs. 
e The division must not rely on head office for excessive management support. 

e Each division must have a potential for growth in its own area of operations. 

° There should be scope and challenge in the job for the management of each division. 


e If divisions deal with each other, it should be as ‘arm’s length’ transactions. There should be no insistence 
on preferential treatment to be given to a ‘fellow division’ by another division of the overall organisation. 


The divisional structure is most suitable when: 
° There are larger, more diversified businesses 
° There is diversity by product and/or location 
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Advantages 


Flexible in adapting to growth and diversification — extra divisions can simply be added into the structure 
Good for developing managers as they are given responsibility for divisional profit 

Reduces the number of levels of management 

Encourages a greater attention to efficiency, lower costs and higher profits 

Better decisions on performance made by managers ‘in the know’ 

Releases top management to concentrate on strategic issues 


Reduces the likelihood of unprofitable products and activities being continued 


Disadvantages 


Squabbles over allocation of central costs can occur 
Interdivisional trading problems, ie at what transfer price should the trades take place? 


It may be impossible to identify completely independent products or markets for which separate divisions 
can be set up 


Matrix structure 


Features 


Formalises vertical and lateral lines of communication 


Managers appointed for projects or customers — project or customer managers liaise with managers from 
each function (functional managers) 


May be temporary, ie for one-off contract 


Board of 
Directors 


Production Marketing Personnel Finance 

manager manager manager manager 
Manager Project A ; | ! ! 
Manager Project B | | | ——_—__— | 
Manager Project C | | | | 


0 = individual in structure 
X = reports both to marketing manager and Project B manager 


Figure 3.6 Matrix structure showing project managers 


The matrix structure is most suitable to 


Complex/hi-tech industries 
Educational establishments where there may be lecturers reporting to both subject and course heads 
R&D departments 
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Advantages 


e — Reflects importance of project or customer, so may improve relationships and sales 
e Business co-ordinated with regard to technology, information, etc 


Disadvantages 


e Conflicting demands on staff time (staff have to serve two bosses) 
e Conflicting demands over allocation of other resources 
e —_ Dilution of authority of functional heads 


3 Centralisation and decentralisation 


; greate control and coordination. 


. : -Decentralisation offe greater flexibility. 


3.1. What is centralisation? 
We can look at centralisation in two ways. 


e Geography. Some functions may be centralised rather than ‘scattered’ in different offices, departments or 
locations. 


So, for example, secretarial support, IT support and information storage (filing) may be centralised in 
specialist departments (whose services are shared by other functions) rather than carried out by 
staff/equipment duplicated in each division. 


e Authority. Centralisation also refers to the extent to which people have to refer decisions upwards to their 
superiors. Decentralisation therefore implies increased delegation, and autonomy at lower levels of the 
business. 


We shall use the terms centralisation/decentralisation to refer to how much authority/decision-making ability is 
diffused throughout the organisational structure. 


° Centralised structures: upper levels retain authority to make decisions 


° Decentralised structures: authority to make decisions (ie commit people, money and resources) is 
passed down to lower levels of the hierarchy 


(a Definition 


Centralised organisation: One in which decision-making authority is concentrated in one place, that is the 
strategic apex. 
EE ec ee 


3.2 Factors affecting the amount of decentralisation in a business 
° Leadership style: if it is authoritative, the business will be more centralised 
e Size of organisation: as size increases, decentralisation tends to increase 
° Extent of activity diversification: the more diversified, the more decentralised 


° Effectiveness of communication: decentralisation will not work if information is not communicated 


downwards 
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¢ Ability of management: the more able, the more decentralisation 


3.3 


e Speed of technological advancement: lower managers are likely to be more familiar with changing 


technology, therefore decentralise 


¢ Geography of locations: if spread, decentralise 


« Extent of local knowledge needed: if required, decentralise 


Which is better — centralisation or decentralisation? 


Generally, centralisation offers greater control and co-ordination, while decentralisation offers greater 
flexibility as authority is delegated. 


Pro centralisation 


Decisions are made at one point and so are easier to 
co- -ordinate. — 


Senior managers can Hi take: ¢ a wider view 1 of problems 
and consequences. 


Senior manadements can balance the interests of 
different functions, eg by deciding on the resources to 
allocate to each. 


Senior managers keep control. 


Quality of decisions is (theoretically) better due to 
senior managers’ skills and experience. 


More likely to produce congruent decisions as 
decision-makers are more likely to pursue same 
objectives. 


Possibly cheaper, by reducing number of managers 


needed and so reduced costs of overheads — simpler 
structure. 


Crisis decisions are taken | more sauulibkly. at the centre, 


without need to refer back. 


Policies, 


Transfer pricing is less of a problem. 


changing markets. 


procedures and documentation — can be 
standardised business- wide. 


Pro decentralisation (delegation of authority) 


Avoids overburdening top managers, in terms of 


Improves notivation ofn more junior managers who are 


given Fesponsibility and authority. 


Greater awareness of local problems: by: idacision 
makers. (Geographically dispersed organisations are 
often decentralised on a regional/area basis for this 
reason.) 


Greater speed of decision making, and response to 
changing events, since no need to refer decisions 
upwards. This is particularly important in rapidly 


Helps develop the skills of junior managers: etipparts 


managerial succession. 


Separate spheres of responsibility can “ identified: 
controls, performance measurement and 
accountability are better. 


Communication technology ‘allows decisions to be 
made locally, with information and input from head 
office if required. 


Span of control: tall and flat businesses 


Section overview 


zy _¢  Amanager’s span of control quantifies how many people are reporting directly to them. 


«The scalar chain describes the series of links. between the most senior managers and the direct 


operational : staff i in an organisation. 


e Wide spans of control/short scalar chains create flat management hierarchies. 


e Narrow spans of control/long scalar chains create tall management hierarchies. 


Business and Finance 


4.1 


Span of control 


Definition 


Span of control: The number of people (subordinates) reporting to one person. 


The classical theorist Urwich held that: 
e There needs to be tight managerial control from the top of a business downwards 


e The span of control should therefore be restricted, to allow maximum control consistent with the 
manager's capabilities: usually between three and six subordinates 


° If the span of control is too wide (there are too many subordinates), too much of the manager's time will 
be taken up with routine problems and supervision, leaving less time for planning. Even so, subordinates 
may not get the supervision, control and communication that they require 


° If the span of control is too narrow (there are too few subordinates), the manager may fail to delegate, 
keeping too much routine work to himself and depriving subordinates of decision-making authority and 
responsibility. There may be a tendency to interfere in or over-supervise the work that is delegated to 
subordinates — and the relative costs of supervision will thus be unnecessarily high. Subordinates tend to 
be dissatisfied in such situations, having too little challenge and responsibility and perhaps feeling that the 
superior does not trust them 


Influences on the span of control: 


e A manager's capabilities limit the span of control: there are physical and mental limitations to any single 
manager's ability to control people and activities 


e The nature of the manager’s workload: the more non-supervisory work in a manager's workload, the 
narrower the span of control and the greater the delegation of authority to subordinates should be 


Manager's work 


——- J Foo 6 


Solitary work Entrepreneurial Interaction Supervision 
(some planning activities with superiors 
and scheduling) (‘external’ dealings) and colleagues 


Non-supervisory work 
Figure 3.7 The manager's workload 
e The geographical dispersion of subordinates: dispersed teams take more effort to supervise 


° Subordinates’ work: if all subordinates do similar tasks, a wider span is possible. If close group 
cohesion is desirable, a narrower span of control might be needed 


e The nature of problems that a manager might have to help subordinates with. Time consuming problems 
suggest a narrower span of control 


e The degree of interaction between subordinates. if subordinates can help each other, a wider span is 
possible 


e The amount of support that supervisors receive from other parts of the organisation or from technology 
(eg computerised work monitoring, or ‘virtual meetings’ with dispersed team members) 


Interactive question 2: Work loads [Difficulty level: Intermediate] 


For your own firm or perhaps for one of your audit clients, select a manager who you believe may be 
overworked. Think about what amount of time that manager seems to spend ‘doing’ their own work, and how 
much time they spend supervising staff. How far do you think the manager’s problems are caused by having 
too wide a span of control, and what effect does this have? 


See Answer at the end of this chapter. 
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4.2. Tall and flat businesses 


The management hierarchy determines the ‘shape’ of the organisation; longer scalar chains create taller 
businesses. 


jam Definitions . 
OL Scalar chain: The chain of command from the most senior to the most junior. 


Tall business: One which, in relation to its size, has a large number of levels in its management hierarchy, 
normally because there are narrow spans of control. 


Flat business: One which, in relation to its size, has a small number of hierarchical levels, normally because 
there are wide spans of control. 


TALL BUSINESS VS FLAT BUSINESS 


Figure 3.8: Tall and flat organisational structures 


¢ Inthe tall business (seven layers), each manager has only three subordinates 
e — Inthe flat business (three layers) each manager has seven subordinates 


The span of control concept therefore has implications for the length of the scalar chain (Figure 3.9). 


Divisional 
directors 


Top 
management 
Department 
managers 
Section 
managers - 
8 Middle 
management ke 
Assistant op 
managers managers 
, Middle 
Supervisors 
: managers 
Front line 
management 
Team leaders Front line managers 
Direct operational staff Direct operational staff 
P P' 
Tall business Flat business 


Figure 3.9: Scalar chain in tall and flat businesses 
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4.2.1 


5.1 


planning _ 


Flat business 


strategic apex and operating core 


Are tall or flat businesses better? 


Tall business 


_ Narrow control ‘spans 


A large AuRbere of Siope on “the promotional: 
ladder — assists management training and career 


For 


More opportunity for delegation 


Relatively cheap, 


In theory, Spseries up communication’ ‘belwesn 


Small groups enable team members to participate. 
in decisions 


Increases administration and overhead costs 


Against 


Inhibits delegation — 


Rigid supervision can be imposed, blocking initiative: 


“The: same swore passes through tao many vhande: 


Slow decision making and responses, as the strategic 
apex is further away — 


Against 


Requires that jobs can be delegated. If managers are 
overworked they are more likely to be involved in crisis 


management — 


Managers may only get< a ‘superficial idea of what g goes on 


Sacrifices control | 


Middle managers are ‘often necessary to convert: ae 


grand vision of the strategic apex into operational terms 


Mechanistic and organic structures 


Section overview 


. Bureaucracies or mechanistic organisational structures suit relatively static, slow-changing operating 


environments. 


Organic organisational structures are suited to relatively dynamic operating environments. 


What are mechanistic and organic structures? 


The terms ‘mechanistic’ and ‘organic’ were coined by Burns and Stalker to describe organisational structures 


which are: 


e Stable, efficient and suitable for slow-changing operating environments (mechanistic businesses, or 


‘bureaucracies’), and 


° Flexible, adaptive and suitable for fast-changing or dynamic operating environments (organic 


businesses). 


Mechanistic and organic structures can be distinguished from each other on a number of factors. 
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Factor 


The task 


How the task ‘fits 
in 


Cocoidination. 


Job description 


Legal “contract Vv 
common interest 


Decisions 


Mission 


Definition 


Mechanistic business 


Tasks are specialised and broken 
down into sub- tasks. 


People are caneered with 
completing the task efficiently, rather 
than how the task can improve 
_ organisational effectiveness. 


Managers are responsible. for co- 
interaction and ‘mutual | adjustment \ with others. 


_ordinating tasks. 


There are precise — ‘descriptions 
_and delineations of responsibility. 


Hierarchical structure of control. 
individual’s performance and conduct 
derive from a contractual relationship 


with an impersonal business. 


Decisions are taken by senior 
managers who are assumed to know 


everything. 


Insistence on loyalty to the concern 


and obedience to superiors. 


Mechanistic structures: bureaucracy 


effectiveness. 


“Ae 


Organic business 


Specialist knowledge and expertise contribute 
to the common task oft the organisation. 


Each task is seen and understood to be set by 
the total situation of the business: focus is on the 
task’s contribution to organisational 


People adjust and radefine ‘their tasks through 


Job descriptions are less precise: people de 


what i is necessary to complete | the task. 


Network structure of control. An individual's Ss 
performance and conduct derive from a supposed 
community of interest between the individual and 


the business, and the individual’ s colleagues. 


Relevant technical and commercial Kaowiedde 
and decision-making authority can be located 
anywhere. 


Commitment to the business’s mission is more 


highly valued than loyalty as such. 


Bureaucracy: ‘A continuous organisation of official functions bound by rules’ (Weber). 


e Continuous organisation: The business does not disappear if people leave: new people will fill their 


shoes 


¢ Official functions: The business is divided into areas (eg operations, marketing) with specified duties. 
Authority to carry them out is given to the managers in charge 


e Rules: A rule defines and specifies a course of action that must be taken under given circumstances 


5.2.1 


Characteristics of bureaucracy 


Characteristic Description 


Each lower office is under the control and supervision of a higher one. 


Hierarchy of roles 


_ Specialisation a and training . There i is a high degree of specialisation of labour. 


Professional nature of 


employment 


Managers are employees; promotion is according to seniority and achievement; 
pay scales are prescribed according to the position or office held in the 
organisation structure. 


Employees work within impersonal rules and regulations ‘and act according to 
formal, impersonal procedures. 


Impersonal nature 


Rationality The hierarchy of authority and office ‘structure is ; clearly ‘defi ned. “Duties are 
established and measures of performance set. 
Uniformity in the Procedures ensure that, regardless of who c carries 5 out tasks, ‘they ‘should be 


performance of tasks executed i in the same way. 


All managers are technically competent. Their competence within ‘the 2 area 2a of 
their expertise is rarely questioned. 


Technical competence - 


Stability The business rarely changes i in response to environmental pressures. . 
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5.2.2 Advantages of bureaucracies 
e Ideal for standardised, routine tasks. For example, processing driving licence applications is fairly 
routine, requiring systematic work 
e ‘They can be very efficient in stable environments 


e Rigid adherence to procedures may be necessary for fairness, adherence to the law, safety and 
security (eg procedures for data protection) 


e Some people are suited to the structured, predictable environment. Bureaucracies tend to be long-lived 
because they select and retain bureaucratically-minded people 


5.2.3. Disadvantages of bureaucracies 


° Slow decision-making, because of the rigidity and length of authority networks. 

e Uniformity creates conformity, inhibiting the personal development of staff. 

° They suppress innovation: they can inhibit creativity, initiative and openness to new ideas and ways of 
doing things. 

° They find it hard to learn from their mistakes, because of the lack of feedback (especially upwards). 

e Slow to change: environmental change therefore causes severe trauma. 


e Communication is restricted to established channels, ignoring opportunities for networking, upward 
feedback and suggestions that may contribute to customer service and innovation. 


5.3. Organic organisations 


Organic structures have their own control mechanisms. 


Control mechanism 7 Description 


Status Although organic businesses are not hierarchical in the way that bureaucracies 
are, there are differences of status, determined by people’s greater expertise, 
experience and so forth. 


Commitment The degree of commitment employees have to the goals of the business and ‘the 
team is more extensive in organic than in mechanistic systems. 


Shared values and Hierarchical control is replaced by the development of shared beliefs and values. 
culture In other words, corporate culture becomes a powerful guide to behaviour. 


6 Introduction to business structure 


Section overview 


e A business may take ‘the business structure-of a Sole- proprietorship (one owner), a pernership (more 
than one’ owner) ora limited company (usually many more than one owner). 


e ~=6AN businesses have unlimited liability for their own debts. 


So far we have considered various factors affecting organisational structure. A key influence in practice is the 
business structure it takes. In fact this means what legal form the business takes. 


Businesses may take one of three basic legal forms. 


e Sole- proprietorship 
° Partnership 
e Companies 


in addition any business may form an alliance with other businesses, or it may form a group structure. We 
shall look at each of these points in turn. 
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7.1 


7.2 


Sole-proprietorship 


Section overview 


fi In a Sole-proprietorship there is unlimited liability of the owner for the business's debts. 


e There is no legal distinction between the owner and the business, but separate ledger accounts.and 
financial statements should be maintained for tax purposes. 


e Sole proprietors may borrow money and employ people, but they have unlimited risk. - 


om A Sole-proprietorship ceases to exist on the death of the owner, though assets (including goodwill) and 


liabilities can be sold by their estate. 


Definition 


Sole-proprietorship: A single proprietor owns the business, taking all the risks and enjoying all the rewards of 
the business. 


Features of a Sole-proprietorship 
e There is no legal distinction between the proprietor and the business 
e The proprietor is wholly liable for the debts of the business, borrowing money in his/her own name 


e The business is usually financed by a mixture of owner’s capital (including retained earnings), loans and 
short-term credit 


e While a sole trader can offer a lender a fixed charge over assets such as buildings and machinery as 
security, they cannot use floating charges over all the business assets as a company can 


e Sole proprietors take drawings from the business 


° Many sole proprietors employ people to do some or all of the actual work in the business, but it is usual for 
the proprietor to take a very active role, doing many different tasks and managing the business in a very 
‘hands-on’ way 


e A Sole-proprietorship business can be sold as a going concern by its owner 


° If a sole trader dies, the business’s assets and liabilities form part of their estate but the Sole- 
proprietorship as such ceases to exist — there is no perpetual succession 


Advantages and disadvantages of Sole- proprietorship 


A Sole-proprietor has the flexibility of ‘being their own boss’, taking all the decisions and getting things done in 
their own preferred way. There is no publicity requirement of Sole-proprietors beyond the requirement to 
prepare financial statements for taxation purposes, and this offers both privacy and cost savings. 


However, the fact that they have Sole- charge can be a disadvantage as there are limits to the skills and the 
time of one individual. While no-one shares the profits there is also no-one to share the load. Frequently Sole- 
proprietors overwork and find it difficult to take a holiday. It is also hard to expand unless there are new ideas 
and new capital. 


Sole-proprietors who have employees have the same responsibilities in respect of them as any other business, 
and of course the Sole-proprietor also has the significant responsibility of unlimited liability for the business's 
debts. 
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8.1 


8.2 


Partnerships 


Section overview 
° Ina general partnership there is unlimited liability of the partners for the business’s debts. 
e The partnership does not have a separate legal existence. 


e General partnerships may borrow money and employ people, but they have unlimited risk and cease. to 
exist on the death of one partner. 


e Some partners in a limited partnership may have limited liability. 


e All partners in a limited liability partnership may have limited liability. 


Definition 


Partnership: The relation which subsists between persons carrying on a business in common with a view of 
profit. 


Two or more people who own a business, agreeing to take all the risks and enjoy all the rewards of the 
business, are called a partnership. They agree between themselves how the risks, rewards and property are 
shared. They may agree to contribute different amounts of capital, to take different shares of profits and losses, 
to own partnership property in different shares, or to guarantee salaries to certain partners. It is up to them. 


Partnership is a common form of business structure. It is flexible, because it can either be a formal or 
informal arrangement, so it can be used for large organisations or for a small husband and wife operation. 


Partnership is normal practice in the professions as historically professions prohibited their members from 
carrying on practice through limited companies. In some professions this has been relaxed, and other 
professions permit their members to trade as limited liability partnerships (LLPs) which have many of the 
characteristics of companies. Non-professional businesses have never been restricted in this way and 
generally prefer to trade through a limited company for the advantages this can bring. 


Features of a partnership 
in many ways trading as a partnership is not so different from trading as a Sole-proprietor. 


e — How far the business is legally distinct from its owners depends on the form of partnership used, but 
frequently the partners are jointly and severally liable for the debts of the partnership. 


e The financing issues that face Sole-proprietors also face many general and limited partnerships. 
e _ Partners take drawings from the business. 


e While all the partners may be as actively involved in the business as the typical Sole-proprietor, there is 
more scope for partners to specialise, and/or to ‘take a back seat’ in the business. 


e — Ashare in a partnership is not a form of property as such and selling it can be difficult. 


e If a partner dies, a general or limited partnership (see below) is dissolved — there is no ‘perpetual 
succession’. 


There are three forms of partnership: general, limited and limited liability partnerships. 


General partnerships 


In a general partnership regulated by the Partnership Act 1932, the partnership has no separate legal identity. 
All partners are jointly and severally liable for the partnership's debts. If one partner becomes personally 
insolvent, for instance, the others must take on his or her own ‘share’ of the partnership’s debts themselves. 
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8.3 Limited partnerships 


In a limited partnership regulated by the UK Limited Partnerships Act 1907, the partnership has no separate 
legal identity. One or more partners however may have limited liability for the partnership's debts provided 
there is at least one, fully liable partner. This means that, provided they have fully paid the amount of capital 
that the partnership agreement stipulates, the limited partners do not have to make any further contribution to 
partnership assets even if the partnership is insolvent. Limited partners cannot take their capital out of the 
partnership and they may not take part in management. 


8.4 Advantages and disadvantages of general and limited partnerships 


Partners have the flexibility of ‘being their own boss’, taking all the decisions and getting things done in their 
own preferred way, but without the loneliness and pressure of the Sole-proprietor. There is no publicity 
requirement of general and limited partnerships beyond the requirement to prepare financial statements for 
taxation purposes. 


Multiple partners will have different skills and more time to devote to management and expansion than one 
individual. There is someone to share the load and less chance of overwork. New ideas and new capital are 
more readily available. 


Partners with employees have the same responsibilities in respect of them as any other business. In a general 
partnership they each have unlimited liability for the business’s debts, but they have to share profits. 


The relationship between the partners is of crucial importance to whether the partnership realises its potential. 
It is based on trust; if the relationship fails and partners fall out, the agreement is at an end and the partnership 
essentially ceases to exist. Moreover, partners can be left with liability for debts run up by another partner, 
sometimes without their knowledge. 


8.5 Limited liability partnerships 


Professionals are frequently bound by professional rules to operate as partnerships, of a limited size in some 
cases. This historically meant that the partners had to trade with unlimited liability for partnership debts, which 
represented a significant restriction on the amount of risk that the partners were willing to take on. It is possible 
in UK and in many countries to form limited liability partnerships (LLPs) under the Limited Liability Partnership 
Act 2000; these are little different from limited liability companies, which we shall see next. In particular, LLPs 
have a legal identity separate from their owners. Because of this, some of the funding restrictions suffered by 
general and limited partnerships are relaxed. In Bangladesh LLP is not introduced yet. 


9 Companies 


Lae, = Section overview 
@ e — Ina limited company the owners (shareholders) have limited liability for the unpaid debts of the company. 


e The company is legally distinct from its owners. 


e The death of a shareholder has no effect on the company; their shares are personal property which can 
be transferred to another person. 


e . Private companies, unlike public companies, may not offer their securities for sale to the public. They are 
generally smaller as well. 


rer Definition 
Ot Company: A legal entity registered as such under the Companies Act 1994. 


A business which trades as a company may be no different from a partnership or Sole-proprietor in any other 
way than in one important fact: while Sole-proprietors and partners as owners take all the risks in the business, 
having (generally) unlimited liability for the debts of the business, the owners of a limited company (its 
shareholders) have limited liability for its debts beyond any amount they may still owe for the shares they hold. 
The company has unlimited liability for its own debts. 
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9.1 


9.2 


9.3 


Features of a limited company 
e The company is legally distinct from its owners 


e As well as a fixed charge, the company can offer a floating charge over its changing assets as security for 
lending 


e Shareholders take dividends, not drawings, from the business 


e Directors run the company; shareholders do not take part in the management of the business unless they 
are also directors and/or employees, but they have no automatic right to be directors 


e Shares are a form of property that can easily be sold by their owners, especially if the company has a 
public listing of shares on a public stock exchange; transferring ownership of shares to another person 
has no direct effect on the company 


e If a shareholder dies, their shares are transferred to another person without any effect on the company at 
all — there is what is known as ‘perpetual succession’ 


As the company’s shareholders enjoy the benefit of limited liability for the company’s debts, there are stringent 
rules in place which protect the capital contributed by shareholders as a ‘buffer’ for creditors. If the company 
becomes insolvent, shareholders cannot receive any of their capital back until creditors are paid in full. 


A company’s constitution is contained primarily in its Articles of Association, which are open to public scrutiny. 
The constitution sets out the company’s relations with the external world and also how shareholders relate to 
the company, its directors and each other, that is how the company is run. 


Types of company 


Definitions 


Public company: A company whose memorandum states that it is public and that it has complied with the 
registration procedures for such a company. It may offer its shares and other securities for sale to the public at 
large. 


Private company: A company which has not been registered as a public company under the Companies Act 
1994. It may not offer its securities to the public at large. 


In Bangladesh a public company is a company registered as such under the Companies Act 1994 with the 
Registrar of Companies. Any company not registered as public is a private company. 


Public companies (plcs) do not necessarily have their shares listed on a public stock exchange. 


A company must have at least one shareholder. Unless there are clauses in the constitution to the contrary, 
there are no limits to the number of shares or shareholders a company can have, but generally directors are 
limited in the number of shares they can issue in the company by the requirement that they have shareholder 
approval for issues. Public companies must have at least two directors and must have at least CU12,500 in 
share capital paid up at registration. 


Advantages of companies 

e The separate legal personality of the company. 

e The limited liability of its members (shareholders). 

° Perpetual succession. A change in the ownership of a company does not affect its continued existence. 


e Transferability of interests. Shareholders in a company can sell their shares either to other shareholders 
or to outsiders, subject to the provisions of the company’s constitution and the Companies Act 1994. It is 
not possible for partners to assign or transfer their interest in a partnership (unless the other partners 
consent). They would have to retire from the partnership, hence causing its dissolution. 


e Security for loans includes floating as well as fixed charges. 
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9.4 Disadvantages of companies 


¢ Separation of ownership and control. A Sole-proprietor and the partners in a firm can all participate in 
the day-to-day management of the entity: it is effectively ‘their’ business. The shareholders of a company, 
however, do not have such a right, and their input is limited to what can be achieved by the passing of 
resolutions. 


e Ownership of assets. Due to the concept of separate legal personality, a company owns its own assets 
and a shareholder does not have any right to just take a share in them. A Sole-proprietor owns his or her 
own business's assets, and the partners in a firm own the assets jointly, so that when a partner leaves he 
or she is entitled to the value of their share of the assets. 


e¢ Accounting records and returns. Sole-proprietors and (non-limited liability) partnerships do not have to 
keep their accounting records in any format prescribed by the Companies Act 1994, and they do not have 
to undergo an audit. Companies, both private and public, are subject to stringent legal rules governing the 
keeping of accounting records, the filing of financial statements and the annual return with the Registrar of 
Companies and, in the case of larger companies, the requirement to have an audit. This degree of 
bureaucracy can deter businesses from incorporation. 


e Publicity. Due to the need to file financial statements, discussed above, it is possible for third parties, 
such as competitors and creditors, to obtain information about the company’s financial position and such 
sensitive issues as the remuneration of directors. Partnerships and Sole-proprietors do not need to make 
any of this information publicly available. 


e Regulations and expense. The law — primarily the Companies Act 1994 — sets out very stringent rules 
that all companies must follow, on areas as diverse as the maintenance of capital, the contents of the 
constitution and the amount that can be lent to directors. This adds to the bureaucracy encountered by 
companies, and can be expensive. 


pu Interactive question 3: Incorporation [Difficulty level: Intermediate] 
Lo In what circumstances can you see that the disadvantages of incorporation may outweigh the advantages? 


See Answer at the end of this chapter. 
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10 Which business structure should a business take? 


Section overview 


ional, business. 5, lege qrelical and fi nancial factors. must be considered when deciding 
ss structure should be Baopied fora particular business, 


The following factors should be considered when deciding whether a general (non-LLP) partnership should 
become a company. 
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11.1 


Factor 


Entity 


Liability 


Sicceecion. 


Owners’ interests 


Management 


Constitution 


Financial 
statements 


Security 


Withdrawal of 


capital 


Alliances 


Section overview 


Company 


Is a legal entity separate to its members 


Members’ liability can be limited 


Perpetual succession -— change in 


ownership does not affect existence 


Members own transferable shares 


Company owns the assets 


Company must have at ‘eat one or awe 


director(s) 
Company must have a_ written 
constitution 
A company must deliver financial 


statements to the Registrar 


A company may offer a floating charge 
over its assets 


Strict rules concerning repayment ‘at 
subscribed capital 


Partnership (non-LLP) 


Has no existence outside of its members 


Partners’ liability is usually unlimited 


Traditional partnerships are dissolved when 
any of the ‘Partners: leaves 


Partners cannot transfer ‘heir: interests in a 
partnership © 


Partners own assets jointly 
All partners can participate in aanuenient: 


A partnership may have a written partnership 
agreement, or the agreement may just be 


verbal 


Partners ‘do et nave: 40 sand hele financial 


statements to the Registrar 


A partnership may not give a ‘floating charge 


on assets 


More straightforward ioe a pantvar to withdraw 
capital 


e A business of whatever form may enter into various types of alliance with other businesses, creating 
business structures in the form of joint ventures, licences, strategic alliances, agency or a group structure. 


There are various ways in which businesses (of whatever legal business structure: Sole-proprietor, partnership 
or company) can work together. 


Joint venture 


A separate business — usually but not always a limited company — can be formed in which the businesses take 
a financial stake (usually, but not always, as shareholders) and management is provided as agreed. 


Benefits 


° Less capital is required than if the businesses were on their own, so there is less risk 
° Reduces competition 

° Enables firms to gain access to restricted markets 
e —_ Access to the skills of each party 


Disadvantages 


e Disputes over how the business should be run, costs incurred, management charges, etc 


e If the joint venture breaks down, the special skills of a business may be used against it by its former joint 


venture partner 


e Possible tack of financial support 
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Licences 


A licensing agreement is a permission to another company to manufacture or sell a product, or to use a brand 
name. 


Most licences are restricted geographically so in the case of a sales licence, the licensor (who grants the 
licence) can retain control over where the product is sold, and can prevent competition with his own products or 
those of other licensees. The most common form of licensing agreement is the franchise, which usually 
involves an annual fee plus a minimum order for goods, usually at a discount. 


Strategic alliances 


A strategic alliance is an informal or weak contractual agreement between parties or a minority cross- 
shareholding arrangement (a cross-shareholding is where each party takes a small number of shares in the 
other parties). Normally no separate company is formed. National airlines have created such alliances to cross- 
book passengers. Similarly, some European telecom companies have created alliances to aid international 
expansion. 


The benefits and disadvantages are similar to those of joint ventures. 
In addition: 
e The looser arrangement is easier to break 


e They may contravene competition laws, eg be viewed as an illegal cartel (we shall see more about cartels 
in Chapter 74) 


e There may be less commitment than to a joint venture, so the benefits are not as great 


Agents 


Agents can be used as the distribution channel where local knowledge and contacts are important, eg 
exporting. The agreements may be restricted to marketing and product support. 


Other situations where agents are used include: 


e Sales of cosmetics (Avon), clothes etc (Ann Summers) 
e Holidays 
e Financial services, eg insurance brokers 


The main problem for a business that uses agents is that it is cut off from direct contact with the customer. 


Groups 


As companies are entitled to own shares, groups of companies may form. In its simplest form, a group of 
companies might look like Figure 3.10. 


Parent company 


owns all the shares of 


Subsidiary company 


Figure 3.10 Simple group structure 
In practice, groups are usually much larger and much more complex. There is no necessity for all the 


subsidiary company’s shares to be held by the parent company and in many groups there are significant 
minority shareholders of subsidiary company shares. 
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Advantages 


Funds can be moved around a group of companies as required as can people and tax losses 


Having distinct parts (in separate companies) or one whole (the group) allows different structures and 
cultures to be developed as appropriate to each business in the group 


Risk of failure is spread; provided the parent company has paid fully for the shares it holds in the 
subsidiary, the insolvency of the subsidiary will not necessarily involve any liability for the parent company 


Minority shareholdings can be retained in subsidiaries by the entrepreneurs who set up each business. 
This can help to keep the entrepreneur in the business 


Skills, expertise, equipment and administration matters can be shared and/or centralised 


Disadvantages 


Financial reporting for groups can become extremely complex 
Groups of companies require a great deal of administration in terms of annual returns etc 


While legally the risk is spread, the failure of a group company can have very detrimental effects on all the 
other companies in the group 


Organisational and business structures 


Summary and Self-test 


Summary (1/2) 


Organisational structure 


M t ; 
- Business — Span of Mintzberg’s hieraréhy? Organisational Classical 


functions - control blocks (Chapter 2) charts etc principles 
— Size of 
business 
: Degree of 
centralisation 
Scalar Modern 
chain Authority Principles 


Geography 


Tall Flat - Centralised: Decentralised: 
structure # structure Upper levels Authority is 
retain authority delegated 


Machine 
bureaucracy/ Divisionalised 
functional 


Professional Simple/ 


Innovative bureaucracy Entrepreneurial 


Organic Mechanistic 


Nature of 
environment 


Simple .| Complex 
Static | Dynamic 
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Business structure 


Owners’ liability 
for debts 


Unlimited Limited 


General and Limited 
limited liability 
partnerships partnerships 


Companies 


Public Private 


— Shares — May not 
offered offer 


to public shares 
to 
public 


Self-test 


Answer the following questions. 


1 


According to Mintzberg, five building blocks of an organisation exist within an overarching sixth element. 
He called this sixth element: 


A __ The environment 

B The technostructure 
C The ideology 

D_ The strategic apex 


Which of the following are classical principles of organisational structure according to Fayol? 


The scalar chain 
Matrix structure 
Flexibility of personnel 
Unity of direction 
Division of work 


moQqwD>yY 


Tranche Ltd is a company that was set up by Rosa Tranche, a 25 year old entrepreneur, in 2013. It 
operates in a sector in which innovation is key and which changes very quickly. There are a great many 
factors that drive both supply and demand. Tranche Ltd’s three staff are together engaged in varying and 
complex tasks which require a high degree of intelligence, flexibility and self-direction. Tranche Ltd would 
be expected to have 


A Anadhocracy structure 

B- Adivisionalised structure 

C  Amachine bureaucracy structure 
D_ Asimple structure 
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4 The board of Cranford plc has decided that its existing organisational structure is unsuited to the demands 
of its current environment and strategy, and wish to change to one that is more decentralised. Which of 
the following aspects of Cranford plc and its management would hamper decentralisation? 


A __ Ithas many employees working in various locations 

B_ It operates in several different sectors 

C It has senior and junior managers who are technically able 

D It has senior managers who have an authoritative leadership style 


5 Which of the following factors directly limits how many subordinates should report to a single manager? 


A __ The size of the business 

B Where the manager is situated in the management hierarchy 

C _How far the manager is engaged in dealings with customers and suppliers 
D_ The length of the scalar chain 


6 A bureaucracy is suited to a situation where the business’s environment is 


A Dynamic and complex 
B Static and complex 

C Static and simple 

D Dynamic and simple 


7 Which of the following statements about Sole- proprietorship is correct? 


A __ The business has perpetual succession 

B The owner has limited liability for unpaid business debts 

C The owner must do all the work 

D ‘The business may borrow money against a fixed charge on the Sole-proprietor’s assets 


8 Pedro, Lynn and Shilpa wish to go into business together. They all wish to take an active role in 
management. None of them wishes to publicise whether or not they make a financial success of the 
business. Which business structure should it take? 


A Ageneral partnership 

BA limited partnership 

C_ Alimited liability partnership 
DA limited company 


9 Which, if any, of the following businesses has limited liability for its debts? 


A Ageneral partnership 

B- Alimited company 

C_ Alimited liability partnership 
D None of them 


10 A franchise is a form of 


Joint venture 
Licensing agreement 
Strategic alliance 
Agency 


00NWDYD 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Answers to Interactive questions 


Answer to Interactive question 1 


You are likely to be part of the operating core of your firm, along with other unqualified and part-qualified 
accountants. The organisational structure probably narrows at the level of senior managers, who report 
upwards to a small number of partners. At the strategic apex will be not only key fee-earning partners but also 
other senior partners who are responsible for strategic aspects of the firm. The technostructure will comprise 
the systems and processes that allow the business to function, such as the financial system and ICT. Support 
staff will include administrative staff plus finance and HR staff, plus the training department. The overarching 
ideology is perhaps one of professionalism, expertise, ethical values and commercial awareness. 


Answer to Interactive question 2 


Often managers are expected to supervise a large number of staff, say 10 or 15, while still doing a great deal of 
their ‘own’ work, such as planning and scheduling, dealing with clients and suppliers, performing technical work 
and having meetings with colleagues and senior managers. At some point some aspect of their work will suffer, 
and very often it is all aspects. Staff suffer from too wide a span of control by having too little of the right kind of 
supervision, and too much of the wrong kind, by feeling neglected, and by having to deal with a stressed 
manager. 


Answer to Interactive question 3 


Where a Sole-proprietor or some partners have historically been used to taking all the risks and having all the 
rewards of a business, having to share contro! with other shareholders in a formal way can be problematic. 
Often they don't like the publicity and the administration that incorporation involves, and in particular don't like 
the fact that customers, competitors and suppliers have access to financial information on the business. The 
expense and disruption of an audit is often felt to be disproportionate to the benefit gained by the business 
itself. 
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Answers to Self-test 


1 #C 


2  A,D,E Flexibility is a more modern approach, while the matrix structure cuts across the classical 


3° O=OA 


oN Oo pA 
>U0 0 90 


principle of unity of command 


Both the divisionalised and the bureaucratic organisational structure would be unsuitable as the 
business is so small and young. The simple structure is unsuitable as the tasks involved are 
complex. 


As they all wish to be involved they cannot form a limited partnership; their desire to avoid 
publicity prevents them from operating as either a company or a limited liability partnership as 
both forms must file details with the Registrar 
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Introduction to business 


Strategy 


Introduction 


Examination context 
Topic List 


1 
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What is strategy? 

Introduction to strategic management 
The strategic planning process 
Analysing the environment 

Analysing the business 

Corporate appraisal 

Setting strategic objectives 

Gap analysis 

Choosing a corporate strategy 


10 Implementing the strategy 
Summary and Seif-test 


Answers to Interactive questions 
Answers to Self-test 


Introduction 


Learning objectives Tick off 
e State the general objectives of strategic management 

° Specify the strategic management process 

e Specify the interrelationship between a business’s vision, mission and strategic objectives 
e Identify the relationship between a business’s overall strategy and its functional strategies 


e Identify the nature and purpose of strategic plans, business plans and operational plans 


sO a 


e Specify how a strategic plan is converted into fully-integrated business and operational plans 


Specific syllabus references are: 1b, e, f, g. 


Syllabus links 


The topics covered in this introduction to strategic management are developed further in Business Strategy at 
the Professional level, and in the Advanced level. 


Examination context 


Questions on the strategic management process and on the differences between strategies and plans at 
different levels in the business could easily appear in the exam. 


Questions are likely to be set in multiple choice format and in a scenario context. Knowledge-type questions 
are also likely, based on particular principles, theories or models. 
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1 What is strategy? 


" Section. overview : 


Le & A business’s strategy is concerted with its fongteen direction ‘and ‘Sbiediives; its: environitient: the: 
“resources it has and the return, it-makes -for its owners. It. can be seen as a lan, a Ploy, ¢ a Pan a 
position and a perspective. oe 


e Strategies exist: at corporate, ‘ood and functionaloperational le levels i in: the business. 
° Corporate strategy covers the business as a whole. —e 
e Business strategies exist for each strategic business unit (SBU), including their competitive strategies. 
° Functional strategies exist for production/operations, marketing, finance and HR within each SBU. 


1.1. What is meant by ‘strategy’? 


There are probably as many different definitions of ‘strategy’ (or ‘corporate strategy’) as there are textbooks on 
the subject. Three possible definitions are as follows: 


re Definition 

CL 'Strategy is the direction and scope of an organisation over the long term, which achieves advantage for the 
organisation through its configuration of resources within a changing environment, to meet the needs of 
markets and to fulfil stakeholder expectations.’ Johnson & Scholes (2002). 


‘Strategy is concerned with an organisation's basic direction for the future, its purpose, its ambitions, its 
resources and how it interacts with the world in which it operates.’ Lynch (2000). 


‘Strategy is a course of action, including specification of the resources required, to achieve a specific 
objective.’ (CIMA Official Terminology) 


From these definitions we can say that strategy is concerned with: 


The long-term direction (objectives) of the business 
The environment in which it operates 

The resources at its disposal 

The return it makes to stakeholders 


1.1.1. Mintzberg’s 5Ps of strategy 


Mintzberg looked at how the word ‘strategy’ has been used by people who have written about the subject, and 
identified what has come to be known as the 5 Ps: 


° Strategy as plan: a strategic plan is a document produced at the end of a planning process. It is explicit, 
written down and contains targets and instructions for people to follow. 


° Strategy as ploy: a ploy is a manoeuvre in a competitive game with the intention of winning a victory 
over, or disadvantaging somehow, a competitor. 


e Strategy as pattern: strategy may become apparent by a stream of actions, a pattern of behaviour or a 
consistency in what the business does. This arises from the culture of the management team. 


° Strategy as position: how does the business fit with its environment? How does it ‘match’ its internal 
resources and competences (strengths and weaknesses) with environmental conditions (opportunities 
and threats)? What is its market position in relation to other businesses (eg offering a product/service to a 
particular segment or satisfying customer needs in a particular way such as high price/high quality versus 
low price/lower quality)? 


° Strategy as perspective: its strategy is the business’s unique way of looking at the world and interpreting 
it (eg Apple Inc believing ICT to be a lifestyle accessory while Dell sees it more as a functional business 


tool). 
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1.2 Levels of strategy 


Strategy can exist at several levels in a business as shown in Figure 4.1. 


Corporate 


Business 


Functional (operational) 


Figure 4.1: Levels of strategy 


1.3 Corporate strategy 


Corporate strategy is generally determined at main board level for the business as a whole. The types of 
matter dealt with include: 


e Determining the overall corporate mission and objectives 


e Overall product/market decisions, for example to expand, close down, enter a new market, develop a new 
product etc via methods such as organic growth, merger and acquisition or joint venture etc 


° Other major investment decisions besides those for products/markets, such as information systems, IT 
development 


e Overall financing decisions — obtaining sufficient funds at lowest cost to meet the needs of the business 


e — Relations with external stakeholders, such as shareholders, lenders, government, etc 


1.4 Business strategies 


These normally form in strategic business units (SBUs), and relate to how a particular market is approached, 
or a particular SBU acts. 


= Definition 


CO Strategic business unit (SBU): A section, within a larger business, which is responsible for planning, 
"_ developing, producing and marketing its own products or services. 


Competitive strategy is normally determined at this level covering such matters as: 


° How advantage over competitors can be achieved 
e Marketing issues, such as the marketing mix 


1.5 Functional (operational) strategies 


These refer to the main functions within each SBU, such as production/operations, finance, human resources and 
marketing, and how they deliver effectively the strategies determined at the corporate and business levels. 
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a Section overview 


Introduction to strategic management 


ae eae Stratagic management involves. s making decisions on the business's scope « ‘and longterm direction, and 


resource allocation. sagt 


Strategic planning. involves ¢ a p ining ‘and control process at the strategic level. 


os ‘ ‘eA formal approach to strategic planning involves strategic analysis, strategic choice, implementation oft the: 


2.1 


strategy chosen, and review and control. It is often seen as too rational and logical and too focused on the 
long-term so that short-term changes upset it completely. 


e § The' emerge! ‘ ‘approach to strategy aims: to evolve strategy continuously and J inorementaly. it therefore . 
involves. $s! ategic analysis and review/control as. with: the formal approach, but ‘Strategic choice and 
implementation are concurrent. : ; 


What is strategic management? 


The formal approach to strategic management, on which we shall largely be concentrating in this chapter states 
that all organisations need to plan if they are not to drift. Strategic management involves: 


e Taking decisions about the scope of a business’s activities 
e The long-term direction of the business, and 
e The allocation of resources 


it involves an entire cycle of planning and control at a strategic level, that is strategic planning. 


Formal strategic planning 
A formal or rational approach to strategic planning involves four key stages: 


e Strategic analysis 

e Strategic choice 

e — Implementation of chosen strategies 
e — Review and control 


We shall look at each stage in detail later. 


Definitions 


Planning: The establishment of objectives and the formulation, evaluation and selection of the policies, 
strategies, tactics and action required to achieve them. Planning comprises long-term/strategic planning, and 
short-term/operational planning. 


Strategic plan: A statement of long-term goals along with a definition of the strategies and policies which will 
ensure achievement of these goals. 


The formal approach to strategic management in a process of strategic planning has frequently been criticised 
because: 


° It assumes that human activities are rational and logical, which is very often not the case. Managers 
have psychological limitations so they cannot weigh up the consequences of options or be the objective 
analysts that the formal, rational approach expects. Instead, they do the best they can within the limits of 
their circumstances, knowledge and experience in a process described as ‘bounded rationality’ by 
Simon. 


° It produces prescriptive solutions for the long-term which are rarely achieved because changes in the 
environment in the short term, such as competitors bringing out new products, necessitate immediate 


changes to the strategy. 
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2.2 


2.2.1 


The emergent approach to the strategy process 
The emergent approach to the strategy process addresses these two problems by: 


e Accepting the final goal is often unclear, and therefore 
e Adapting to human needs and 
e Evolving continuously and incrementally 


The emergent approach to strategy can include the same degree of strategic analysis as the formal approach 
but strategic choice and implementation go on at the same time in a continuous process. It therefore involves 
three stages. 


* Strategic analysis 
e Strategic choice and implementation 
e Review and control 


In this ‘suck it and see’ approach, objectives and strategies are a result of negotiation and discussion, taking 
into account the human element in the system (particularly culture and organisational politics). A strategy is 
likely to be tried and developed as it is implemented. If it fails, alternative strategies will be tried. It is likely to be 
more short term than the traditional process, which tends to result in ‘here’s the strategy for the next three 
years, now we implement it’. 


Worked example: Honda motorbikes in the US 


Honda dominates the US (and UK) markets for motorcycles but its success in the US was something of an 
accident. Honda entered the US market with a full range of bikes, from small scooters to large powerful bikes. 
The initial strategy was to take on US manufacturers of large bikes. The strategy failed because, despite Honda 
having more reliable and better performing bikes, the US brands were far better known. 


Honda had made no real effort to sell its scooters as they did not meet the needs of its target segment — men 
buying large bikes. After the failure of its initial strategy Honda needed cash, so it turned to selling scooters as 
an ‘about town’ bike. Small bikes were a success — particularly with those who had never bought a bike before 
— and this gave Honda a platform from which it later achieved dominance over the whole market. 


On the face of it the initial strategy was developed along traditional lines but failure turned it into an emergent 
approach and a successful one. 


Making strategic decisions 


If we assume that strategic management follows the formal model with a logical sequence which involves 
analysing the current situation, generating choices relating to competitors, products and markets (strategic 
choice) and implementing the chosen strategies (strategy implementation), then to develop a strategy a 
business has to answer the following questions. 


e What is it good at? 

e How might the market change? 

e How can customer satisfaction be delivered? 

e What might prevent the plan from coming into being? 
e What should be done to minimise risk? 

e What actions should be followed? 


in answering these questions the business needs to make a series of strategic decisions. 


Characteristics of strategic decisions 


Johnson and Scholes (Exploring Corporate Strategy) have summarised the characteristics of strategic 
decisions for a business as follows. 


e They concern the scope of the business's activities 

e They match a business’s activities to its capabilities and the environment in which it operates 
e They revolve around the allocation of resources 

e They set off a chain of ‘lesser’ operational decisions 

e They are based on the values and expectations of senior management 

e They dictate the long-term direction that the business takes 

e They lead to change in the business 
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‘Section overview 


The strategic planning process 


together inform: 
where the business 


appropriate. 


e The business needs to choose competitive, product/market and institu i 


e Implementing strategies involves planning resources and operations, st cturing the business ofectively 
and using anpteprate contro} systems. : 


The stages of strategic planning 


Using the rational model we can divide strategic planning into a number of different stages: strategic analysis, 
strategic choice, strategic implementation and ongoing review and control (see Figure 4.2). 


The order in which the stages of strategic planning are carried out depends on whether the business takes a 
positioning-based or a resource-based view: 


e The positioning-based view takes it that the forces at work in an industry, sector or market are the most 
important factors for strategy, so strategy development is about identifying opportunities in the 
environment and developing strategic capability to take advantage of them. 


e The resource-based view takes it that the business’s strategic capabilities are most important, because 
they explain differences between businesses and the superior performance of some over others. 
Strategies therefore are developed on the unique capabilities of the business, and opportunities should be 
sought to allow the business to exploit these capabilities to achieve competitive advantage. 


In what fo!llows we shall be taking the positioning-based view. 
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Figure 4.2: Positioning-based strategic planning process 
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Stage 


Step 1 External analysis 


(analysing 
environment) 


“Step 2 Internal “analysis 


(analysing 
business) 


‘Step 3 Corporate 
_ appraisal 


Step 40 Mission, goals 


and objective 


Step 5 Gap analysis. : 


3.3. Strategic choice 


S 


Stage 
Strategic options 
generation 
Strategic options 
evaluation 


"Strategy selection 


the 


Comment 


Identify opportunities and threats in the 


e 
the business’s external environment ad 
e 


identify strengths and ~ weaknesses. e 
Analyse the business’s current resources, 
products, customers, systems, structure, . 
results, efficiency, effectiveness . 


Combines Steps 1 and 2 


Mission denotes values, 


the business’s e 


rationale for existing; goals interpret the . 
mission for different stakeholders; objectives 


Comment 


Come up with new ideas: 


Where to compete 


Method of growin 


are quan tifie ed embodiments of the mission 


Compares outcomes of Step 3 with Step 4 e 


Key tools, models, techniques 


PESTEL analysis 

Industry life cycle 

Porter’s five forces analysis 
_Competitor analysis 


Resource audit 
Distinctive competences 
Value chain 

Supply chain 

Product life cycle 

_BCG matrix 


~ SWOT analysis 


Stakeholder analysis 
Mission statement 


sea all) 


Key tools, models, techniques 


How to compete (secure competitive « 
advantage) in the market 


Resource-based strategies 


Positioning-based strategies 


— Porter's generic strategies 


— Ansoff’s product/market 


Normally, each strategy has to be evaluated ° 
on the basis of ‘SFA’: 


Acceptability to stakeholders 


Suitability to the business operational 
circumstances 


Feasibility in terms of available finance, 
resources, time and competences 


Choosing between the alternative strategies 


At the end of the process, the business should have three types of strategy: 


strategies 
Stakeholder analysis 
Risk analysis (see Chapter 5) 


¢ Competitive strategies: the generic strategies for competitive advantage a business will pursue. They 
determine how it competes 


° Product-market strategies determine where it competes and the direction of growth (which markets a 
business should enter or leave) 


e Institutional strategies determine the method of growth (ie relationships with other businesses) 
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Strategy implementation 


Strategy implementation is the conversion of the strategies chosen into detailed plans or objectives for 
operating units. 

The planning of implementation has several aspects. 

e Resource planning 

e Operations planning 

e Organisation structure and control systems 


inet the environment 


& h environment m ma be static or ¢ dymamic. 


Pp TEL analysis i used. to analyse. the general environitent By namely is politica, b arerie, 


aaa social/demographic, technological, ecological: and legal factors. 


Helge ~ Political factors: capacity expansion, demand, divestment/rationalisation, “emerging “industries, entry 


barriers and competition. 


e Economic factors: wealth (changes in GDP), inflation, interest rates. ‘tax, government spending, the 
business cycle and productivity. me ee, 


e —- Social factors (demography): growth, age and eee of population,: household and sock siracture, : 
_ employment and wealth. ee 


a Legal factors: changes in civil and criminal. laws, employment. and health/safety regulations, data 


4.1 


re 


protection, consumer protection, environmental regulation. 


e The industry in which the business operates has a history which can be analysed using industry life cycle 
analysis: introduction, growth, maturity and decline. 


e Porter's five forces analysis of the business’s competitive Savion potential. entrants, customers, 
suppliers, substitute goods/services, and competitors. The relative bargaining power of customers. and 
suppliers together with the degree of threat from the others determines how much rivalry there is between 
businesses and therefore how profitable the industry is likely to be. 


e . Competitor analysis involves ‘looking .at the business’s different types of competitor: brand, industry, 


generic and form. For each type, their strategy, assumptions about the industry, situation and capability 
should be analysed to determine how they will respond to the business’s competitive: Strategy Kher 
reaction profile): laid back, tiger, selective or stochastic. , 


What is in the business’s external environment? 


Businesses exist within an environment which strongly influences what they do and whether they survive and 
develop. Strategic planners must take account of potential environmental impacts in order to produce plans that 
are realistic and achievable. 


Definition 


Environment of a business: Everything outside its boundaries. It may be segmented according to Figure 4.3 
into the physical, the general and the task environment. 
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i 
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Figure 4.3: The business’s external environment 


Definitions 

General environment: Covers all the political, legal, economic, social/cultural, ecological and technological 
(PESTEL) influences in the countries a business operates in. 

Task environment: Relates to factors of particular relevance to the business, such as its competitors, 
customers and suppliers of resources. 


The task environment may be simple, for instance where there are few competitors and predictable outcomes 
and suppliers, or highly complex. 


With regard to environmental issues there is a further variable to be dealt with: the time horizon of changes in 
the external environment. Some have long-term impact, which can be dealt with by careful planning, but some 
have short-term or immediate impact, which require crisis management. 


Environmental uncertainty 


No business can predict the future with absolute certainty. Strategic planning has to take place in the context of 
an uncertain future environment — competitors may enter or leave markets, new technologies may be 


discovered, governments may change, etc. 


A business needs to think about how static or dynamic its future environment is likely to be. We have already 
seen in Chapter 3 that these qualities can affect the business’s structure. 
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4.2.2 


4.3 


Static environments 


Some businesses exist in relatively static environments. For example, raw material producers such as farmers 
often experience only slow environmental change. Other businesses are insulated from change by institutional 
factors. Solicitors, for example, have traditionally felt themselves to be protected from competition by 
regulation. 


The ‘Four Ss’ can be used to describe a static environment: 


Static §-— environmental change is slow 
Single —  product/market 

Simple —- technology 

Safe 


In static situations there is often great value in studying the business’s historic and current environment. As 
change is only slow the past can be a useful predictor of the future. 


Dynamic environments 


Most businesses face environments characterised by rapid change and complexity. 


The ‘four Ds’ can be used to describe a dynamic environment: 


Dynamic -— _ the speed of environmental change appears to increase through time 

Diverse — many businesses are now multiproduct and operate in many markets; business is also 
increasingly international 

Difficult — because of the above factors analysis of the environment is not easy 

Dangerous — because of the above factors ignoring the environment can have serious consequences 


for the business 


In dynamic environments the past is often a poor guide to the future. 


Analysing the general environment: PESTEL analysis 


Using PESTEL analysis we can consider the environmental factors affecting a business under six general 
headings as seen in Figure 4.4: 


Political factors 

Economic factors 
Social/demographic factors 
Technological factors 
Ecological factors 

Legal factors 
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ECONOMIC FACTORS TECHNOLOGICAL FACTORS 


Globalisation -— Government investment and R&D 
Business cycles policy 

Interest rates 
Inflation 
Unemployment 
Exchange rates 


New discoveries: products and 
methods of production 


Speed of technology transfer 


ECOLOGICAL FACTORS Eovele ORE spending ry 
competitors 
Sustainability issues, eg energy, natural 
resources 
Pollution 


Green issues 


Developments in other industries that 
could transfer across 


PESTEL ANALYSIS 


SOCIAL/DEMOGRAPHIC FACTORS POLITICAL FACTORS 


Income distribution Social welfare policy 


Social mobility 
Levels of education/health 
Size of population 


Taxation policy 
Regulations 
Government stability 


Location 

Age distribution 

Lifestyle changes 
Consumerism 

Attitudes to work and leisure 
Green consumers 


LEGAL FACTORS 


Competition legislation 
Environmental protection laws 
Employment law 

Consumer protection 

Health and safety regulations 


Figure 4.4: Possible items ina PESTEL analysis 


The aim is to identify the factors which are currently affecting the business and those which are likely to 
become significant in the future. To avoid this becoming merely a listing exercise, the business must identify 
the few key influences from all those identified by the analysis, that is, the key opportunities available to it in 
the external environment, and the key threats which it faces. 


"> , Interactive question 1: Business environment [Difficulty level: Intermediate] 


Lo You have developed an idea to set up a business publishing brief study notes for student accountants when 
you qualify. Have a try at analysing the external environment in which such a business would exist. 


See Answer at the end of this chapter. 
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4.3.1 


4.3.2 


Political influences 


Political influences on businesses are dominated by the influence of government, which can and very often 
does have a profound effect on the structure of entire industries. 


Capacity expansion Government policy can encourage businesses to increase or cut their capacity. 


e Direct taxes can reduce demand and hence supply 
e The tax system offers ‘capital allowances’ to encourage investment in equipment 
e A variety of incentives exist for locating capacity in a particular area 


e Incentives are used to encourage investment by foreign businesses 


Demand e The government is a major customer 


e Government can also influence demand by legislation, taxes or subsidies 7 
Divestment and The state may take decisions regarding the selling off or closure of businesses, 
rationalisation especially in sensitive areas such as defence. ee 
Emerging These can be promoted by the government or damaged by it. 
industries 
Entry barriers Government policy can discourage firms from entering an industry, by restricting 


investment or competition or by making it harder, by use of quotas and tariffs, for 


Competition * The government's purchasing decisions will have a strong influence on the 
strength of one business relative to another in the market (eg armaments) 


e Regulations and controls in an industry will affect the growth and profits of the 
industry, eg minimum product quality standards 


e Asa supplier of infrastructure (eg roads), the government is also in a position to 
influence competition in an industry 


e Governments and supra-national institutions such as the EU might impose policies 
which keep an industry fragmented, and prevent the concentration of too much 
market share in the hands of one or two producers 


We shall see more about the effect of regulation and other government interventions on businesses in 
Chapters 13 and 14 of this Study Manual. 


Economic factors 


The economic environment is an important influence at local and national level. Here are some factors to which 
businesses must attend. 


Factor Impact 


Local economic trends: Type of industry in the area. Office/factory rents. Labour rates. House prices. 


National economic trends: 


Overall growth or fall in Increased/decreased demand for goods (eg dishwashers) and services (eg 
wealth (Gross Domestic holidays). 
Product or GDP) 

inflation Low in most countries; distorts business decisions; wage inflation compensates for 


Interest rates 
businesses carry a high level of debt. How much customers can afford to spend is 
also affected as rises in interest rates affect people’s mortgage and other debt 


payments. 
Tax levels Corporation tax affects how much businesses can invest or return to shareholders. 
Income tax and VAT affect how much consumers have to spend, hence their 


demand. 
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Factor Impact 


Government spending Suppliers to the government (eg construction firms) are affected by government 
spending. 
The business cycle Economic ‘activity is aways puncruated: by peneds of arowtli followed: by daeling: 


simply because of the nature of trade. Economy has been characterised by periods 
of ‘boom’ and ‘bust’. Government policy can cause, exacerbate or mitigate such 
trends, but cannot abolish the business cycle. (Industries which prosper when others 
are declining are called counter-cyclical industries. ) 


Productivity An economy cannot grow faster than underlying <Growih in a productvig: without 
risking inflation. 


We shall look at the economic environment in more detail in ee 13. 


4.3.3 Social factors 


How a country’s population is made up — its demography — gives rise to factors that are important in strategic 


planning. 

Factor. Comment 

Growth The rate of growth or decline in a national population and in regional populations. 

Age Changes in the age distribution of the population. 

Geography The concentration of population into certain geographical areas. 

Household and A household is the basic social unit and its size might be determined by the number of 

family structure children, whether elderly parents live at home etc. 

Social structure The population of a society can be broken down into. a number of subgroups, with 
different attitudes and access to economic resources. 

Employment In part, this is related to changes in the workplace and in legisiation: Many people 
believe that there is a move to a casual flexible workforce; factories have a group of 
core employees, supplemented by a group of insecure peripheral employees, on part- 
time or temporary contracts, _ working as and when required. 

Wealth Rising standards of living lead to increased demand for certain types of ¢ consumer 


good. 


Social factors are also important in the context of society's changing attitudes to certain issues such as 
marriage, crime etc. Very often these attitudes are voiced by the media (newspapers, TV, radio). 


4.3.4 Technological factors 
Technological change is rapid, and businesses must adapt themselves to it. It affects activities as follows. 


e¢ The type of products or services that are made and sold. 

e — The way in which products are made: equipment, new raw materials. 
e The way in which services are provided, for example the internet. 

e — The way in which markets are identified. 

e¢ The way in which businesses are managed. 

e The means and extent of communications with external clients. 


4.3.5 Ecological factors 


Factor Example ‘ 


Resource inputs Managing physical resources sustainably (eg replanting forests) 
Waste output Managing more efficiently so as not to attract fines 
Legislation The effect of transport on the natural environment, food failes: 
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Factor Example 


Government Pollution and recycling regulations - 

Disasters Increasing levels of natural disasters | eg mudslides: drought ate ‘to global 
warming 

Demand @ohsumners demanding sriviroarnentally friendly sroduicts and disapproving a 


excessive waste packaging etc 


Pressure groups - Green activities have huge influence 


4.3.6 Legal factors 


"Factor Example | 


General legal framework: Basic ways of doing business, negligence proceedings 
contract, tort, agency 


Criminal law Theft of industrial secrets, insider dealing, bribery, fraud, fraudulent trading, 


market abuse, money laundering 

Company law Directors and their duties, reporting requirements, takeover proceedings, 
shareholders’ rights, insolvency, corporate governance 

Employment law Trade Union recognition, minimum wage, unfair dismissal, redundancy, 
maternity, equality 

Health and safety law Fire precautions, safety procedures 

Data protection Use of information about employees and customers 

Consumer protection Laws to protect consumers (eg refunds and replacement, ‘cooling off period 
after credit agreements), what i is or isn’t allowed in advertising 

Environment Pollution control, waste disposal 

Tax law Corporation tax payment, collection of income tax (Withholding tax) and 


National Insurance contributions, VAT 


C 
H 
A 
P 
T 
E 
R 


4.4 Industry life cycle 


The concept of life cycle analysis is popular in strategic management. It reflects the fact that, just as humans 
are born, develop, mature, decline and finally die, so too do products, businesses, markets and — at the largest 
scale — whole industries. 


The stages of the industry life cycle are: 
° Introduction — newly-invented product or service is made available for purchase 
° Growth — a period of rapid expansion of demand or activity as the industry finds a market 


° Maturity — a relatively stable period of time where there is little change in sales volumes year to year but 
competition between businesses intensifies 


° Decline — a falling-off in activity levels as businesses leave the industry and the industry ceases to exist or 
is absorbed into some other industry. 
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Revenue 


Time 


Growth 


Maturity Decline 


Profit/loss 


Figure 4.5: Industry life cycle 


Some industry life cycles are identical in pattern and timing to that of their product (eg in the steel industry). 
Others have longer life cycles than the particular products, eg the music industry which has endured from sheet 
music to downloads, merely releasing (and re-releasing) its music as new products as the format changes. 


4.5 Analysing the competitive (task) environment: Porter’s five forces analysis of 
an industry 
When looking at the competitive aspect of the task environment of the business, a very useful model is the five 


forces analysis put forward by Michael Porter. To understand this model we need to distinguish between a 
market and an industry. 


Cai Definitions 
LI Market: Comprises the customers or potential customers who have needs which are satisfied by a product or 
service. 


Industry: Comprises those businesses which use a particular competence, technology, product or service to 
satisfy customer needs, and which therefore compete with each other. 


Porter states that there are five competitive forces which influence the state of competition in an industry as 
a whole, illustrated in Figure 4.6: 


e new entrants 

° customers 

° substitutes 

e suppliers 

e industry competitors. 


Collectively these determine the profit potential of the industry as a whole, because of the threats they 
represent (new entrants and substitutes), the bargaining power they hold (customers and suppliers), and the 
degree of rivalry that exists among current competitors in the industry. 
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Potential 
entrants 


Threat of 
new entrants 


Bargaining Bargaining 
er of : ower of 
pacha Industry competitors P 
suppliers customers 
Rivalry among 
existing firms 
Threat of 
substitute products 
or services 


Source: adapted from Porter (Competitive Strategy) 


Figure 4.6: Porter’s Five Forces 


4.5.1 The threat of new entrants (and barriers to entry to keep them out) 


A new entrant into an industry will bring extra capacity and more competition. The strength of this threat is likely 
to vary from industry to industry, depending on: 


e The strength of the barriers to entry which discourage new entrants 
e The likely response of existing competitors to the new entrant 


Barriers to entry Comment 


Scale economies As scale of operations increases, the cost per unit of the product or service falls. This 
means that new entrants must start their operations on a large scale or suffer a vast 
disadvantage. A high level of fi xed costs also requires entry ona large scale. 


Static market If the market as a whole is not growing, the new entrant has to capture a large slice of 
the market from existing competitors. 

Product Existing firms in an industry may have built up a a good brand image and strong 

differentiation customer loyalty over a long period of time; they may promote a large number of 


brands to crowd out the competition. 


Investment When investment requirements are high, the barrier against new entrants will be strong, 


requirements particularly when the investment would possibly be high- “tisk, 
Switching costs Switching costs refer to the costs (time, money, convenience) that a , customer would 


have to incur by switching from one supplier’s products to another’s. Although it might 
cost a consumer nothing to switch from one brand of frozen peas to another, the 
potential costs for the retailer or distributor might be high. 


Access to Distribution channels carry products to the end-buyer. New distribution channels ¢ are 
distribution channels difficult to establish, and existing distribution channels are hard to gain access to. 


Cost advantages of Include: 
existing producers, 
independent of scale 
economies e Experience and know-how (the learning curve) 


e Patent rights 


e Government subsidies and regulations 


° _ Favoured access to raw materials 


We shall look at economies of scale in more detail in Chapters 13 and 14. 
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4.5.2 


4.5.3 


4.5.4 


4.5.5 


Entry barriers might be lowered by: 


e Changes in the environment 
« — Technological changes 
e Novel distribution channels for products or services 


The threat from substitute products 


A substitute product is a good/service produced by another industry which satisfies the same customer 
needs. 


Worked example: The Channel Tunnel 


Passengers have several ways of getting from London to Paris, and the pricing policies of the various 
industries transporting them there reflect this. 


(a) ‘Le Shuttle’ carries cars in the Channel Tunnel. Its main competitors are the ferry companies, offering a 
substitute service. Therefore, you will find that Le Shuttle sets its prices with reference to ferry company 
prices, and vice versa. 


(b) Eurostar is the passenger rail service from London to Paris/Brussels. Its main competitors are not the ferry 
companies but the airlines. Initially, prices on the London-Paris air routes fell with the commencement of 
Eurostar services, and some airlines curtailed the number of flights they offered. Low-cost airlines 
changed this equation by offering a cheaper alternative. 


The bargaining power of customers 


Customers include both the ultimate consumer and the buyers forming the distribution channel. Customers 
want better quality products and services at a lower price. Satisfying this might force down the profitability of 
suppliers in the industry. Just how strong the bargaining of customers is depends on several factors. 


e How much the customer buys 

e —_ How critical the product is to the customer’s own business 

Switching costs (the cost to the customer of switching supplier) 

e Whether the products are standard items (hence easily copied) or specialised 
e The customer’s own profitability 

e Customer's ability to bypass the supplier or to take over the supplier 

e 

e 


The skills of the customer's purchasing staff, or the price-awareness of consumers 
The importance of product quality to the customer 


The bargaining power of suppliers 


Suppliers can exert pressure for higher prices in the industry but their bargaining power is dependent on 
several factors: 


° Whether there are just one or two dominant suppliers to the industry, able to charge monopoly or 
oligopoly prices (we shall see more about this in Chapter 13) 


° The threat of new entrants or substitute products to the supplier’s industry 


e Whether the suppliers have other customers outside the industry, and so do not rely on the industry for 
the majority of their sales 


e The importance of the supplier’s product to the customer's business 
e Whether the supplier has a specialised product which buyers need to obtain 


e Whether switching costs for their customers would be high 


The rivalry amongst current competitors in the industry 


The intensity of competitive rivalry within an industry will affect the profitability of the industry as a whole. 


’ Competitive actions might take the form of price competition, advertising battles, sales promotion campaigns, 


introducing new products for the market, improving after sales service or providing guarantees or warranties. 
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The intensity of competition will depend on the following factors. 


Factor Comment 


Market growth Rivalry is intensified when firms are competing for a greater market share in a total 
market where growth is slow or Stagnant. 


Cost structure High fixed costs are a temptation to Lampele on price, as in “the hed run any sales. are 


_ better than none at all. 

Switching _ Suppliers | will compete m more ¢ fiercely if buyers switch easily (eg Coke \ v Pepsi). 

Capacity A supplier might need to achieve a substantial increase in output capacity, in order to 
_ obtain reductions | in costs per unit. 

Uncertainty When one firm is not sure what another i is up io, there i isa tendency: ie espond. ne the 
_ uncertainty by formulating a more competitive strategy. 

Strategic if success is a prime strategic objective, firms will be likely to aes very compeiively to 

importance meet their targets. 

Exit barriers Make it difficult for an existing supplier ei leave the industey: 


e Long-term assets with a low break-up value (eg there may be no other use for them, 
or they may be old) 


e The cost of redundancy payments to employees 
e lf the business is a division or subsidiary of a larger enterprise, the effect of 


withdrawal on the other operations within the group 


cc) Interactive question 2: Product rivalry [Difficulty level: Intermediate] 


Lo Select an industry with which you are very familiar, such as fashionable clothing. Try to identify whether or not 
there is rivalry among the competiiig businesses in the industry. 


See Answer at the end of this chapter. 


4.6 Analysing the competitive (task) environment: competitor analysis 


To analyse the situation and potential activities of industry competitors (the fifth force in Porter's model) we can 
use competitor analysis. The objective of this is to draw out those areas where the business competes well 
and has a competitive advantage, and those where this is held by the business's rivals. 


A business must define who its current competitors actually are. This group may be larger than is 
immediately apparent. Coca-Cola, for example, competes against the following. 


° Pepsi in the cola market, and retailers’ own brands 
. All other soft drinks 
e Tea and coffee 
. Coca-Cola’s chief executive has declared that ‘the main competitor is tap water: any other definition is too 
narrow’ 
4.6.1. Types of competitor 
Kotler lists four types of competitor depending on the relative level at which the competitor operates. 
e Brand competitors are similar firms offering similar products: for example, McDonald’s and Burger King. 


e Industry competitors have similar products but are different in other ways, such as geographical market 
or range of products: for example, online retailing (eg Amazon) and traditional retailing 
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e Generic competitors compete for the same disposable income with different products: for example, a 
music store which sells CDs and DVDs, and a book store on the opposite side of the same street 


¢ Form competitors offer distinctly different products that satisfy the same needs: for example, 
manufacturers of matches and those of cigarette lighters 


For each competitor, the following factors can be analysed. 


Factor to be analysed , Comment 


Competitor’s strategy » What are the business’s stated financial goals? What trade-offs are made 
(for the business as a between long-term and short-term objectives? 
whole and the relevant 


business unit) Do managerial beliefs (eg that the firm should be a market leader) affect its 


goals? 
e Organisation structure: what is the relative status of functional areas? 
e What are the managers like? Do they favour one particular type of strategy? 


e To what extent does the business cross-subsidise others in the group if the 
business is part of a group? What is the purpose of the business: to raise 
money for the group? 


The competitor’s « What does a competitor believe to be its relative position in the industry (in 
assumptions about the terms of cost, product quality)? 
industry 


e Are there any cultural or regional differences that indicate the way the 
competitors’ managers are likely to respond? 


e What does the competitor believe about the future for the industry? 


e Does the competitor accept the industry’s ‘conventional wisdom’? 


The competitor’s current 


e Distribution e Organisation 
and potential situation « Operations ° Research and engineering 
with regard to: e Overall costs e Managerial ability 
e Marketing and selling Products 
e Financial strengths 
Competitor’s capability e What does the competitor do distinctively well - what are its core 
competences? 


e Does the competitor have the ability to expand in a particular market? 


e What competitive advantages and disadvantages does the competitor 
possess? 


All these are combined in a competitor reaction profile. This indicates the competitor’s vulnerability and the 
right ‘battleground’ on which to fight. 
Kotler lists four reaction profiles. 


e The laid back competitor does not respond to moves by its competitors 

e The tiger competitor responds aggressively to all opposing moves 

e The selective competitor reacts to some threats in some markets but not to all 
e The stochastic competitor is unpredictable 
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5 Analysing the business 


‘Section overview 


Internal analysis encompasses the business’s resources and competences, value chain, » Supply chain ahd. 
... products/markets. bs ee ee 


e A resource audit looks at the business’ $s machinery, culture, structure and intangible assets, management 
and the information they use, markets, materials, people, processes and finance. . 


e _ Activities in the value chain are designed to create value: the extra amount or: margin that the customer. is 
prepared to pay for a product/service over and above its input costs. 


e Primary value-adding activities: inbound and outbound logistics, operations, marketing and service. 
Secondary activities support the value-adding ones: infrastructure; HRM, technology and procurement. 


e The business’s supply chain describes all the suppliers and partners who together support the mutual 
effort to produce goods and services for customers. This integrated supply chain needs to be managed 
effectively. 


. The product life cycle describes how a product shows different levels of profitability and investment over 
the different phases during which it is on the market: introduction, growth, maturity and decline. - 


e The Boston Consulting Group (BCG) matrix analyses product and SBUs in terms of their relative: market 
share and potential for market growth, and identified appropriate strategies for each one. 


5.1. What aspects of the business should be analysed? 


Having completed its analysis of the external general and task environment, the business should next analyse 
itself. This primarily involves analysis of: 


Its resources and competencies, using a position and resource audit 

Its ‘value chain’ 

Its supply chain 

Its products and markets, using the product life cycle and the BCG matrix 


5.2 Analysing resources and competencies (the position audit) 
To develop a strategic plan, an organisation’s management must be aware of its current position. 
i =—Definition 
OL Position audit: Part of the planning process which examines the current state of the entity in respect of: 


° Resources of tangible and intangible assets and finance 

° Its competencies, that is what it has the ability to do well via its combination of resources, skills etc 
e Products, brands and markets 

° Operating systems such as production and distribution 

e Internal organisation 

e Current results 

° Returns to shareholders 


The Ms model categorises the factors to be reviewed in a resource audit as follows. 


Resource Example ° 


Machinery Age. Condition. Utilisation rate. Value. Replacement. Technologically up-to-date? Cost. 
Make- “up Culture and structure. Patents. Goodwill. Brands. 


"Management _ _ Size. ‘Skills. Loyalty. Career Progression. Structure. 
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Resource Example 


Management Ability to generate and disseminate ideas. Innovation. Information systems. 


information 

Markets Products and customers. — 

"Materials ~ Source. St Suppliers and partnering. \ Waste. New y materials. C Cost. Availability. Future provision. 
“Men nd Number. Skills. Wage costs. Proportion of total costs. Efficiency. Labour turnover. industrial 
_ women relations. Succession plans. 

“Methods a _How are activities carried out? 7 
Money a Credit Sand tuinover pi periods. Cash sirplugesideticits: ‘Shorter: ‘and long-term aparece: 


Gearing levels. | 


A resource audit should go on to consider how well or how bad resources have been utilised, and whether the 
business’s systems are effective and efficient. 


Every business operates under resource constraints, that is, limited resources. 


[L Definition 
L Limiting factor or key factor: Anything which limits the activity of an entity. An entity seeks to optimise the 
benefit it obtains from the limiting factor. Examples are a shortage of supply of a resource or a restriction on 
sales demand at a particular price. 


Once the limiting factor has been identified, the planners should: 


e Inthe short term, make best use of the resources available 
e — Try to reduce the limitation in the long term 


Limiting factor analysis is part of management accounting as we shall see in Chapter 7. 


5.3. Analysing Porter’s value chain 


The value chain model of corporate activities, developed by Porter, offers a bird’s eye view of the business 
and what it does. Competitive advantage, says Porter, arises out of the way in which businesses organise and 
perform activities. 


Definition 


‘LL Activities: The means by which a business creates value in its products. (They are sometimes referred to as 
value activities.) 


Activities incur costs, and, in combination with other activities, provide a product or service which earns 
revenue. 


A restaurant's activities can be divided into buying food, cooking it, and serving it (to customers). There is no 
reason, in theory, why the customers should not do all these things themselves, at home. The customer, 
however, is not only prepared to pay for someone else to do all this but is also prepared to pay more than 
the cost of the individual resources (food, wages etc). The ultimate value a business creates is measured as 
the amount customers are willing to pay for its products or services above the cost of carrying out value 
activities. A business is profitable if the realised value to customers exceeds the collective cost of performing 
the activities. 


Saaq-—<( Worked example: Value chain in a restaurant 


e Customers purchase value, which they measure by comparing a business’s products and services with 
similar offerings by competitors. 


¢ The business creates value by carrying out its activities either more efficiently than other businesses, or 
by combining them in such a way as to provide a unique product or service. 


eet A mR cette ee RP et entateninanneemnen ethnic nme hennibtee einieenpeneeeteme 


02 Business and Finance 


5.3.1 


Interactive question 3: Creating value [Difficulty level: Intermediate] 


Outline different ways in which the restaurant can ‘create’ value. 


See Answer at the end of this chapter. 


Activities in the value chain 


Porter (in Competitive Advantage) grouped the various activities of an organisation into a value chain (Figure 4.7). 


SUPPORT 
ACTIVITIES 


Figure 4.7: Value chain 


FIRM INFRASTRUCTURE 


HUMAN RESOURCE MANAGEMENT 


TECHNOLOGY DEVELOPMENT 


PROCUREMENT 


INBOUND |OPERATIONS|OUTBOUND |MARKETING | SERVICE 
LOGISTICS LOGISTICS & SALES 


— 
PRIMARY ACTIVITIES 


The margin is the excess the customer is prepared to pay over the cost to the business of obtaining resource 
inputs and providing value activities. 


Definition 


Value chain: The sequence of business activities by which, in the perspective of the end-user, value is added 


to the products or services produced by an entity. 


Primary activities are directly related to production, operations, sales, marketing, delivery and service. 


Primary activity Comment 


Inbound logistics 


Operations 


Outbound logistics 


Marketing and sales 


Service 


Supper activities provide sitehaed ee human resources, technologya and infrastructural functions to 


transport, inventory control etc). 


Receiving, handling and storing inputs to the production system (ie warehousing, 


Convert resource inputs into a final product. Resource inputs ¢ are not ‘oni materials. 
‘People’ are a ‘resource’, especially i in service industries. 


Storing the product and its distribution to customers: packaging, warehousiiig: testing 


etc. 


Informing customers about the product, persuading them to buy it, and enabling them 


to do SO: advertising, promotion etc. 


Installing products, repairing them, upgrading them, providing s spare parts ‘and so 
forth. 


support the primary activities. 
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3.2 


5.4 


Human resource management 


Support activity Comment 


Procurement Acquire the resource inputs to the primary activities (eg purchase of 
materials, subcomponents, equipment). See the section on analysing the 
supply chain below. 


Recruiting, training, developing and rewarding people. _ 

Technology development Product design, improving processes and/or resource utilisation. 

Firm infrastructure Planning, finance, quality control: Porter believes these are crucially 

important to an organisation’s strategic capability in all primary activities. ; 

Linkages connect the activities of the value chain. 

¢ Activities in the value chain affect one another. For example, more costly product design or better 
quality production might reduce the need for after-sales service. 

e Linkages require co-ordination. For example, reducing the level of inventory held requires smooth 
functioning of operations, outbound logistics and service activities such as installation. 

Using the value chain 

A business can secure competitive advantage by: 


Inventing new or better ways to do activities 

Combining activities in new or better ways 

Managing the linkages in its own value chain to increase efficiency and reduce costs 
Managing the linkages in the value system 


Analysing the supply chain 


A simple view of the support activity of procurement would be to state that it is just about getting the best price 
from suppliers for the best quality goods and services, based on an arm’s length relationship with the supplier. 
Increasingly, however, a business looks beyond their immediate supplier to the whole supply chain supporting 
the business in a mutual effort to produce goods and services. 


The business therefore needs to analyse the parties in its supply chain and see whether the principles of 
integrated supply chain management can be applied to improve efficiency. 


Definition 


Integrated supply chain management (SCM): Optimising the activities of businesses working together to 
produce goods and services. 


integrated SCM is a means by which the business aims to manage the chain from input resources to the 
consumer. It can involve the following aspects. 
e Reduction in the number of suppliers and much closer ‘partnership’ relationships with those that remain 


e Reduction in customers served for the sake of focus, and concentration of the company’s resources on 
customers of high potential value 


e Price and inventory co-ordination. Businesses co-ordinate their price and inventory policies to avoid 
problems and bottlenecks caused by short-term surges in demand, such as promotions 


° Linked computer systems — electronic data interchange saves on paperwork and warehousing expense 

° Early supplier involvement in product development and component design 

° Carefully designed distribution system 

e Joint problem-solving among supply chain partners 

° Supplier representative on site 

The aim is to co-ordinate the whole chain, from raw material suppliers to end customers. The chain should be 


considered as a network rather than a pipeline — a network of vendors support a network of customers, with 
third parties such as transport firms helping to link the businesses. 


Business and Finance 


5.5 


Analysing products and markets: the product life cycle 


Definition 


Product life cycle: How a product demonstrates different characteristics of profit and investment over time. 
Analysing it enables a business to examine its portfolio of goods and services as a whole. 


Just as with industries, so too can the profitability and sales of a product be expected to change over time. The 
product life cycle is an attempt to recognise distinct stages in a product’s history. Marketing managers 
distinguish between different aspects of the product. 


e Product class: this is a broad category of product, such as cars, washing machines, newspapers (also 
referred to as the generic product). 


° Product form: within a product class there are different forms that the product can take, for example five- 
door hatchback cars or two-seater sports cars; twin tub or front loading automatic washing machines; 
national daily newspapers or weekly local papers, and so on. 


° Brand: the particular type of the product form (eg Ford Focus). 


The product life cycle applies in differing degrees to each of the three aspects. A product class (eg cars) may 
have a long maturity stage, and a particular brand might have an erratic life cycle (eg Rolls Royce) or not. Product 
forms however tend to conform to the classic life cycle pattern in Figure 4.8. 


CU 


Sales 


Time 
- on Growth Maturity Decline 


Profit/loss 


Figure 4.8: Product life cycle 


Stage in life cycle Comments 


Introduction A new product takes time to find acceptance by would-be purchasers and there is a 
slow growth in sales. Unit costs are high because of low output and expensive sales 
promotion. There may be early teething troubles with production technology. The 
product for the time being is a loss-maker. 


Growth If the new product gains market acceptance, sales will eventually rise more sharply and 


the product will start to make profits. Competitors are attracted and as sales and 
production rise, unit costs fall. 


Maturity 


The rate of sales growth slows down and the product reaches a period of maturity 
which is probably the longest period of a successful product's life. Most products on the 
market will be at the mature stage of their life. Profits are good. 

Decline Eventually, sales will begin to decline so that there is over-capacity of production in the 


industry. Severe competition occurs, profits fall and some producers leave the market. 
The remaining producers seek means of prolonging the product life by modifying it and 
searching for new market segments. Many producers are reluctant to leave the market, 
although some inevitably do because of falling profits. Some producers may continue 
even where there are losses, perhaps to support complementary products. 
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total sales by all entities offering that product or service. 


In the strategic analysis process, planners should assess: 


e The stage of its life cycle that any product has reached. 
e Each product’s remaining life, ie how much longer the product will contribute to profits. 
e How urgent is the need to innovate, to develop new and improved products? 


Planning products and markets: the BCG matrix 


Another useful way to look at the products/services the business is engaged in and the markets it services is to 
analyse them using the Boston Consulting Group (BCG) matrix. 


BCG developed a matrix (Figure 4.9) based on research that assesses a business’s products in terms of 
potential cash generation and cash expenditure requirements. Products, or SBUs, are categorised in terms 
of market growth rate and relative market share. 

Definition 


Market share: One entity’s sale of a product or service in a specified market expressed as a percentage of 


e Assessing rate of market growth as high or low depends on the conditions in the market. 


° Market share is assessed as a ratio: it is market share compared with the market share of the largest 
competitor. Thus a relative market share greater than 1 indicates that the product or SBU is the market 
leader. 

Market share 


High Low 
Market High | Stars => Build | Question marks = Build OR Harvest 
growth Low; Cash cows ™ Hold OR Harvest | Dogs = Hold OR Divest 


Figure 4.9: BCG matrix 


e Stars. In the short term, these require capital expenditure (investment) in excess of the cash they 
generate, in order to maintain their market position, but they promise high returns in the future. Strategy: 
build (forgo short-term earnings and profits to build market share). 

e In due course, stars will become cash cows. These need very little capital expenditure and generate high 
levels of cash income. However, it is important to remember that apparently mature products can be 
invigorated, possibly by competitors, who could thus come to dominate the market. Cash cows can be used to 
finance the stars. Strategy: hold (maintain the market position) or harvest (take maximum earnings in the short 
term at the expense of long-term development) if weak. 


¢ Question marks. Do the products justify considerable capital expenditure in the hope of increasing their 
market share, or should they be allowed to die quietly as they are squeezed out of the expanding market 
by rival products? Strategy: build or harvest. 


° Dogs. These may be ex-cash cows that have now fallen on hard times. Although they will show only a 
modest net cash outflow, or even a modest net cash inflow, they are cash traps which tie up funds and 
provide a poor return on investment. However, they may have a useful role, either to complete a product 
range or to keep competitors out. Strategy: divest (release resources for use elsewhere) or hold. 


A business’s portfolio of products should be balanced, with cash cows providing finance for stars and question 
marks, and a minimum of dogs. 


Corporate appraisal 


Section overview 
e ~. Corporate appraisal brings together the results of the external and internal analyses so that the business 
can assess its strengths, weaknesses, opportunities and threats (SWOT analysis). 


e Key areas for SWOT analysis are marketing, products/brands, distribution/logistics, research and 
development of new products, finance, production capacity, inventory, management, staff and 
organisational structure. 


Business and Finance 


6.1 


Distribution/logistics 


Corporate appraisal brings together the analyses to date. 


Internal appraisal 
From the of the business's 
internal STRENGTHS 
analysis WEAKNESSES 
External appraisal 
From the of the 
external OPPORTUNITIES 
analysis THREATS 
facing the business 


The business's unique strengths, weaknesses, opportunities and threats are analysed using SWOT analysis. 


SWOT analysis 


Definition 


Corporate appraisal: A ‘critical assessment of the strengths and weaknesses, opportunities and threats 
(SWOT analysis) in relation to the internal and environmental factors affecting an entity in order to establish its 
condition prior to the preparation of the long-term plan’. (CIMA Official Terminology) 


It is important to remember the phrase ‘critical assessment’ used in the definition above. A simple listing of four 
types of factor is not likely to produce a robust and workable strategy. The managers involved must have a 
detailed and intimate understanding of the nature and implications of the factors. In particular, it is important to 
be realistic, erring neither towards optimism nor towards pessimism. 


SWOT: positioning-based or resource-based views? 


As stated earlier in this Study Manual, we have so far used a positioning-based approach to our strategic 
analysis of the business, so we discuss SWOT at this stage as a kind of summary or synthesis of our prior 
examination of resources and environment. 


The alternative resource-based approach to strategic analysis would use SWOT as the first stage of the 
strategy making process, seeking to establish the nature of the business's core competences before deciding 
what the objectives of strategy should be. 


Strengths and weaknesses 
The internal appraisal seeks to identify: 


e Shortcomings in the business’s present skills and resources 
e Strengths in its skills and resources which it should seek to exploit 


The precise content of the SWOT analysis will depend on the business. Here are some ideas. 


Area Issues 


Fate of new product launches 
Use of advertising 
Market shares and market sizes 
Growth markets 
Success rate of the sales team 
_ Level of customer/client service 
Analysis of sales 
Margin, and contribution to fixed costs 
Product quality 
Reputation of brands 
Age and future life of products 
_ Price elasticity of demand (see Chapter 13) 
Service standards 
Delivery fleet facilities 
Geographical availability 


Marketing 


Products and brands 
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Area Issues 


Research and development Relevance 
Costs 


Benefits 
Finance Availability of funds 
Contribution 
Returns on investment 
_Accountingratios 
Production capacity 
Value of assets 
Land and buildings 
_Economies of scale (see Chapter13) 00 
Sources of supply 
Turnover periods 
Storage capacity 
__ Obsolescence and deterioration 
Age 
Skills 
Industrial relations 
Training 
Recruitment 
___ Communications 
Organisation structure 
Leadership style 
Communication links 
____ Information systems _ 


Plant and equipment/ 
production 


Raw material and finished 
inventory 


Management and staff 


Business management and 
organisation 


6.1.3. Opportunities and threats 
The external appraisal should identify: 


e — Profit-making opportunities which can be exploited by the business’s strengths 


e Environmental threats (a declining economy, competitors’ actions, government legislation, industrial 
unrest etc) against which the business must protect itself 


For opportunities, it is necessary to decide: 

e What opportunities exist in the business environment? 

e Whatis the capability profile of competitors? Are they better placed to exploit these opportunities? 
e What is the company’s comparative performance potential in this field of opportunity? 

For threats, it is necessary to decide: 

e What threats might arise, to the business or its environment? 

e How will competitors be affected? 


Opportunities and threats might relate to any or all of the items covered in the PESTEL analysis plus those in 
the five forces analysis (customers, suppliers, new entrants, substitutes, and of course competitors). 


— Interactive question 4: Opportunities and threats [Difficulty level: Intermediate] 
B Consider your career as a chartered accountant. How well-placed are you to make a success of it? 
= 


See Answer at the end of this chapter. 


6.2 Combining the elements of the SWOT analysis 


SWOT analysis indicates the types of strategy that appear to be available, to exploit strengths and 
opportunities and to deal with weaknesses and defend against threats. 


° Major strengths and profitable opportunities can be exploited, especially if strengths and opportunities are 
matched with each other. 


e Major weaknesses and threats should be countered, or a contingency strategy or corrective strategy 
developed. 
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The SWOT analysis is summarised on a cruciform chart. In the example below, the development of potential 
strategies from the analysis is illustrated. 


Strengths Weaknesses 


CU10 million of capital available. Heavy reliance on a small number of customers. 


Production expertise and appropriate marketing skills. Limited product range, with no new products and 
expected market decline. 


Small marketing organisation. 
Opportunities Threats 
Government tax incentives for new investment. Major competitor has already entered the new market. 


Growing demand in a new market, although 
customers so far relatively small in number. 


The business seems to be in imminent danger of losing its existing markets. A new market opportunity exists to 
be exploited and since the number of customers is currently few, the relatively small size of the existing 
marketing force would not be an immediate hindrance. 


In practice, a combination of financial, competition and institutional strategies will be required, as we shall 
see. 


7 Setting strategic objectives 


Cm Section overview | cu 
@ ¢ _ Analysis of the business’s mission and objectives allows it to determine exactly what it is trying to achieve. - 


e — Stakeholder analysis — ie what the business's stakeholders are trying to achieve — informs this analysis. 


e Stakeholders have internal and external sources of power, and have varying levels of interest in the 
business. Relative power and interest are assessed via stakeholder mapping, which determines how far the 
business should reflect what the stakeholders want. This should be incorporated in its mission statement. 


e The business’s mission feeds down to its corporate strategy (strategic objectives), then its competitive, 
investment and financial strategies/goals/targets, its business strategies and its functional/operational 
strategies, plans and standards. 


7.1. What are we trying to achieve? 


In our positioning-based model of the strategic planning process it is at this point that we look at the business 
mission and objectives. What is the business about, who is it for, and what is it aiming to achieve? To answer 
these questions, we need to conduct a detailed stakeholder analysis, before formulating the business's 
mission and objectives. 


7.2 Stakeholder analysis 


In Chapter 1 we outlined what a stakeholder is. We now need to look at how stakeholders’ goals and objectives 
for the business are balanced in order to determine what the business's goals and objectives should be, in the 
light of corporate appraisal. 


Because of the different interests at stake, the needs and objectives of each set of stakeholders are bound not 
to correspond; indeed, they often conflict. 
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Stakeholders. Conflict 


_ Shareholders vs Managers/directors Profit vs Growth 

Shareholders vs Managers/directors — —-— ' « Growth via | merger vs Independence -_ 
Shareholders vs Employees Oe Cost eff efficiency vs Jobs 

Customers vs Shareholders ‘andn managers/directors Service levels vs Profits and costs = | 
Shareholders vs Bankers — _ _ Return vs Risk 


Ultimately the business’s ablestives-4 tend to follow the wishes of the most dominant stakeholders, its 
directors/managers, but they are constrained by those of other stakeholders, notably shareholders. The 
business needs to pay attention to all stakeholders, whether their needs determine or indeed have any effect 
on the business’s objectives depends on the relative power of the stakeholder groups. 


7.2.1 Stakeholder mapping: power and interest 


Mendelow maps stakeholders on a matrix (Figure 4.10) whose axes are power held and the level of interest 
in the business's activities. These factors help define the type of relationship the business should seek with its 
stakeholders. 


Level of interest 


Low High 
Low 
A B 
Minimal Keep 
effort informed 
Power 
Cc 
Keep Key 
satisfied players 
High 


Figure 4.10; Mendelow’s power/interest matrix 


Power is the means by which stakeholders can influence a business’s objectives. Sources of power may be 
internal or external. 


Internal sources of power 


(for directors/managers and Comment 
employees) 

Hierarchy Formal power over others i in the business shown by span of control — 

Influence/reputation Informal power from either charismatic leadership or group consensus on a 
particular issue 

Relative pay Better paid employees such as directors and managers have more position 
power as a result 

Control of strategic For example trade unions when demand for output is high and labour is 

resources scarce, or size of budget allocation 

Knowledge skills. Individuals deriving power from their specialist knowledge or skills 

Environmental control Finance and marketing staff may have a more detailed knowledge of the 
external environment than other functional staff, such as Production: 

Strategic implementation Many people are involved in implementing strategy, and the use of personal 

involvement discretion in decision-making can give some element of power 
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External sources of power Comment 


Control over strategic Major suppliers, banks (finance) and shareholders (finance) can exert this 
resources form of power 


Involvement in Distribution outlets have greater knowledge of customer requirements than 
implementation manufacturers and can therefore dictate to manufacturers, rather than vice 
versa 


Knowledge and skills Subcontractors have power if they perform vital activities for a business 
External links Public services often consult a wide variety of external stakeholders in 
decision making and therefore these stakeholders have an informal influence 
over the organisation 


Legal rights Eg government, planning authorities 
The interests of stakeholders involve consideration of two factors. 


e Where their interest rests, eg shareholders want dividends and capital growth, employees want higher 
pay and good conditions, customers want low prices, reliable supplies, and so on 


e How interested they are, for instance they will be interested if there are alternatives (job, supplier, 
customer etc), if they are the industry regulator, or if there is a significant capital investment 


When considering a potential strategy, the stakeholder should be placed in the appropriate quadrant depending 
on their power and their level of interest. The quadrant where they are placed — A, B, C or D — determines how 
they should be approached. 


e Key players are found in segment D: strategy must be acceptable to them, at least and ideally they 
should participate in it. An example would be a major customer. 


e Stakeholders in segment C must be treated with care. While often passive, they are capable of moving to 
segment D. The business should intervene with these stakeholders and keep them satisfied. Large 
institutional shareholders might fall into segment C. 


e Stakeholders in segment B do not have great ability to influence strategy, but their views can be important 
in influencing more powerful stakeholders, perhaps by lobbying. They should therefore be kept informed 
by education and communication. Community representatives and charities might fall into segment B. 


e — Minimal effort is expended on segment A — they can simply be directed. 


A single stakeholder map is unlikely to be appropriate for all circumstances. In particular, stakeholders may 
move from quadrant to quadrant when different potential future strategies are considered. 


Determining the mission and strategic objectives 


As we saw in Chapter 1, the business’s ‘mission’ describes its basic function in society. The mission can be 
set at the beginning of the strategic planning process, or it can derive from it after the corporate appraisal. It 
can include the business's vision of its future state, or the future state of the industry. 


The mission feeds down into a set of strategic objectives, which are statements of intent to particular 
stakeholders such as shareholders or employees, building on stakeholder analysis. These are broken down 
further into goals, expressed as targets for the business as a whole and for SBUs in it. In this way, the targets 
for SBUs are designed with the business’s strategic objectives and mission in mind, so there is goal 
congruence. This ‘top down’ approach to formulating the final strategic plan can be expressed as a hierarchy 
(Figure 4.11). 
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7.3.3 


Mission statement 


Corporate strategy Strategic 


objectives 


Competitive 


Investment strategies 
Financial 


Business strategies 


Goals = targets 


Strategies 


Functional 
strategies 


Plans and standards 


Figure 4.11: Hierarchy of objectives and strategies (top down approach) 


For each SBU in the business, business and functional (or operational) strategies need to be determined 
which will ensure that targets are met. These are then broken down into detailed plans to be implemented 
according to specified standards. 


Mission statement 


Definition 


Mission statement: A formal document that states the business's basic function in society expressed in terms 


of how it satisfies its stakeholders. 


There is no standard format for a mission statement, but a good basis is to include the four elements we saw in 
Chapter 1: purpose of the business, strategy (what it does and how), values and policies and standards of 
behaviour. 


Strategic objectives 


Definition 


Strategic objectives: The primary strategic objective — in the case of a business, to make a profit for 


shareholders — plus other major objectives addressed to the stakeholders. 


An example of a statement of strategic objectives is as follows: 


‘Our primary aims are to provide a sound investment for our shareholders by increasing shareholder value and 
also worthwhile job prospects for our employees. Our objectives are increasing levels of customer satisfaction, 
real growth in earnings per share and a competitive return on capital employed.’ 


In Chapter 5 we shall see how the business's attitude to and appetite for risk feeds into the strategic planning 
process at this point. 
Goals and targets 


For the business as a whole and for SBUs in it, the strategic objectives should be translated into quantified and 
specific goals. In relation to the statement of strategic objectives above, for the business concerned these could 
be as follows. 
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[as 


We shall: see more e about targets in Chapter 7. 


Area Goals : Target 


_Revenue — Growth _ CU3m from Ccu2. 5m this year 
Gross margin Increase Cost of sales represents 65% et revenue, “own 
from 70% 
Expenses Reduce Overheads cut to CU300, ‘000 from cu4s0, 000 
Earnings per shares Growth From CU300,000/1.2m = 25p 
To CU660,000/1.2m = 55p 
Return on capital More competitive From CU300,000/6m =5% 
employed To CU660, 000/6. 6m = = 10% 
Shareholder value “Increase Move from share ‘Price ¢ of CU2p per share to cuz, 20, 
Employee job prospects ~ Worthwhile. Ensure fewer employees leave the pusingss and 


more enter training to ensure career progression 


Customer loyalty Ensure customers are Raise customer service levels 


increasingly satisfied — 


Strategies, plans and standards 


The strategies that are chosen by the business need to be ones which can achieve the targets set out, for 
instance to increase sales, reduce costs and raise capital. As we saw in Section 2 of this chapter, these are 
initially specific business strategies that tie in with the overall corporate strategy of the business, comprising: 


e The competitive strategy — which products and markets do we operate in? 
e The investment strategy — what systems, structure and assets do we need to invest in? 
e —_ The financial strategy — how are we going to raise the necessary funds? 


A financial strategy for each area — operations, marketing, HR and finance — plus detailed plans and 
standards are then developed that will ensure the targets are met. Usually these plans will at some stage take 
the quantified form of a budget, as we shall see in Chapter 7. 


We shall see more about selecting a corporate strategy and translating it into the various types of sub-strategy 
a little later. Before this level of detail is reached, the business needs to check the size of the gap between its 
desired strategic objectives and what it would achieve if it carried on with no changes in strategy. This is called 
gap analysis. 


Gap analysis 


Section overview 


e Gap analysis looks at the gap between what the business would achieve if it continued ‘on its existing 
course, and what it needs to achieve as demonstrated by its strategic ali ROCESS, meastiee in 
terms of profit. A rn : 


e A gap in profit ‘could ‘be ‘filled’ by strategies for improved efficiency, new. -productstmakets and 
acer eae : ; 


Definition 


Gap analysis: ‘A comparison between an entity's desired future performance level (expressed in terms of 

profit) and the expected performance of projects both planned and underway. Differences are classified in a 

way which aids the understanding of performance, and _ which facilitates improvement.’ 
(CIMA Official Terminology) 
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The gap is not between the current position of the business and the desired future position. It is the gap 
between the position forecast if the business continues with current activities, and the desired future position as 
set out in the strategic objectives. 


Gap analysis is based on two questions. 
e What are the business’s objectives? 


e What would the business be expected to achieve if it ‘did nothing’ — it did not develop any new strategies, 
but simply carried on in the current way with the same products and selling to the same markets? 


This difference is the gap. New strategies should close this gap, so that the business can expect to achieve its 
objectives. 


The profit gap (Figure 4.12) is the difference between the target profit and the profit forecast. 


° The business estimates the effects on the gap of any projects or strategies in the pipeline. Some of the 
gap might be filled by a new project already underway 


e Then, if a gap remains, new strategies have to be developed to close it 


CU '000 Target profit 


a ee 


eee errr 


Improved 
efficiency 
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Past events v Future planned Filling the gap 
Current position projects 


Figure 4.12: Gap analysis 
Choosing a corporate strategy 


Section overview 


° The business neads 3 a - competitive, an-investment and a financial strategy: it does not always need a new 
one, if gap analysis shows: that it can simply continue on its existing path. 


o- Generic competitive strategies are cost leadership (being the producer at the lowest obet, not necessarily 
the producer who charges the. lowest prices to consumers), differentiation (being the producer of unique 
- and desirable products) and focus (being a niche producer for part only of a market, concentrating either on 
~-cost or on differentiation i in-that niche). 


*  Product/market strategies comprise market penetration (sell more of the current product in the current 
market), product. development (sell new product in the current market), market development (sell the 
current product in a new market) and diversification (sell new product in a new market). 


e Corporate strategies should be evaluated using SFA analysis in terms of Suitability, Feasibility and 
Acceptability to stakeholders. 
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9.2.1 


9.2.2 


Do we have to choose a new corporate strategy? 


If there is no gap then the business can simply choose to continue with its current corporate strategy. Assuming 
there is a gap, however, the business needs to select competitive, financial and investment strategies that will 
ensure the strategic objectives are met. 


We shall concentrate here on two models for competitive strategy: Porter's generic competitive strategies, and 
Ansoff's matrix. These provide suggested competitive strategies from which the business selects on the basis 
of how effectively they close the profit gap. 


Porter’s generic competitive strategies 


Definition 


Competitive strategy: ‘Taking offensive or defensive actions to create a defendable position in an industry; to 
cope successfully with... competitive forces and thereby give a superior return on investment for the business’ 
(Porter). 


Porter believes there are three generic competitive strategies: cost leadership, differentiation and focus 
(niche). 


Definitions 


Cost leadership: Producing at the lowest cost in the industry as a whole (not necessarily being the producer 
offering the lowest prices to the consumer, though the cost leader can compete freely on price in the marketing 
mix). 

Differentiation: The provision of a product or service which the industry as a whole believes to be unique. 

Focus (or niche) involves a restriction of activities to only part of the market (a segment) through: 


° Providing goods and/or services at lower cost in that segment (cost-focus) 
e Providing a differentiated product or service to that segment (differentiation-focus) 


Cost leadership and differentiation are industry-wide strategies. Focus involves segmenting the market but 
involves pursuing, within one or just a few segments only, a strategy of cost leadership or differentiation. 


Cost leadership 


By producing at the lowest cost, the cost leader can compete on price with every other producer in the industry, 
and earn higher unit profits, if it so chooses. 


How to be the cost leader 


e Set up production facilities to obtain economies of scale 
° Use the latest technology 

° Concentrate on improving productivity 

° Minimise overhead costs 

° Get favourable access to sources of supply 

e Relocate operations to cheaper countries 


Differentiation 


The business competes on the basis of particular characteristics of its products. Products may be 
categorised as follows. 


oy) Breakthrough products offer a radical performance advantage over competition, perhaps at a drastically 
lower price. 


e Improved products offer better performance at a competitive price. 


° Competitive products offer a particular combination of price and performance. 
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9.3.1 


9.3.2 


9.3.3 
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How to differentiate 


e Build up a brand image 

e Give the product special features to make it stand out 

° Exploit other activities of the value chain such as marketing and sales or service 
° Use IT to create new services or product features 


Focus (or niche) strategy 


The business concentrates its attention on one or more particular segments or niches of the market, and does 
not try to serve the entire market with a single product. 


e  Acost-focus strategy: aim to be a cost leader in a particular niche 
e §=© Adifferentiation-focus strategy: pursue differentiation for a chosen niche 


Ansoff’s matrix: product/market strategies 


Ansoff drew up a matrix (Figure 4.13) describing how a combination of a business’s activities in current and 
new markets, with existing and new products, can lead to four different competitive strategies for growth. 


PRODUCT 
Existing New 
: Product 
Current Market penetration development 
MARKET 
Market : : 
New Diversification 


development 


Figure 4.13: Ansoff's product/market matrix 


Existing products in current markets: pursue market penetration 


e Maintain or increase share of current markets with existing products, eg through competitive pricing, 
advertising, sales promotion 


e Secure dominance of growth markets 
° Restructure a mature market by driving out competitors 


e Increase usage by existing customers (eg airmiles, loyalty cards, differential pricing) 


Existing products in new markets: pursue market development 


e New geographical areas and export markets 

e Different package sizes for products eg food and other domestic items 

° New distribution channels to attract new customers 

° Differential pricing policies to attract different types of customer and create new market segments 


New products in current markets: pursue product development 


° Introduce new products to existing and new customers in current markets 
° Product development forces competitors to innovate 
e Newcomers to the market might be discouraged 


Business and Finance 


9.3.4 


9.4 


9.4.1 


9.4.2 


9.4.3 


New products in new markets: pursue diversification 


The business should have a clear idea about what it expects to gain from diversifying to new products and new 
markets at the same time. 


e Growth. New products and new markets should be selected offering prospects for growth which the 
existing product-market mix does not 


e Surplus funds not required for other expansion needs can be invested in diversification, or they could be 
returned to shareholders 


SFA analysis 


If a business is faced with a gap and has developed alternative corporate strategies, each of which could in 
theory fill the gap, it needs to: 


e Evaluate each strategy, then 
° Choose the best one. 


Johnson and Scholes set three criteria for evaluating and choosing strategies, to be applied in a process 
known as SFA analysis: Suitability, Feasibility and Acceptability. 


Suitability of the strategy 
Does the strategy fit the business's operational circumstances? Does it: 


° Exploit strengths? 

e Rectify weaknesses? 

e Neutralise or deflect environmental threats? 
e Help the business to seize opportunities? 

e Satisfy the business's objectives? 

e Fill the gap identified by gap analysis? 

e  Generate/maintain competitive advantage? 
e Involve an acceptable level of risk? 


Feasibility of the strategy 
Can the strategy in fact be implemented? 


° Is there enough money? 

e Is there the ability to deliver the goods/services specified in the strategy? 
° Can we deal with the likely responses that competitors will make? 

° Do we have access to technology, materials and resources? 

° Do we have enough time to implement the strategy? 


Strategies which do not make use of existing competences, and which therefore call for new competences to 
be acquired, might not be as feasible as alternative strategies because: 


° Gaining competences via organic growth takes time 
° Acquiring new competences can be costly 
Acceptability of the strategy to stakeholders 


The acceptability of a strategy relates to people’s expectations of it. It is here that stakeholder analysis can be 
brought in, which we saw earlier in this chapter. 


° Financial considerations. How far do alternative strategies contribute to meeting the dominant objective 
of increasing shareholder wealth? 


e Customers may object to a strategy if it means reducing service, but on the other hand they may have no 
choice. 


° Government. A strategy involving a takeover may be prohibited under competition law (see Chapter 14). 
Similarly, the environmental impact may cause key stakeholders to withhold consent. 
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° The public. The environmental impact may cause key stakeholders to protest. 


e Risk. Different shareholders have different attitudes to risk. A strategy which changed the risk/return 
profile, for whatever reason, may not be acceptable. We shall look at risk in more detail in Chapter 5. 


Implementing the strategy 


Section overview 
« To implement the chosen corporate strategy, the competitive, investment and financial strategies need to 


be broken down so there are business strategies and plans for each SBU, and within these there are 
functional strategies and operational plans. These are then expressed in budgets. 


Breaking the strategy down 


The selected corporate strategy comprises competitive, investment and financial strategies (see Figure 4.9). there 
are then further broken down as we have seen into business and functional strategies. 


e¢ Business strategies determine how competitive advantage is gained by a particular SBU, and in 
particular how the marketing mix must be adjusted to achieve this 


e Functional strategies develop the business strategy for an SBU as it affects the: 


- Marketing function 

—  Production/operations function 
- Human resources function, and 
— Finance function 


Levels of plan 
To implement the strategies, plans need to be produced. 


e The strategic plan as we have seen, embodies the corporate strategy and strategic objectives. It sets out 
the general direction that will be taken to achieve the corporate objectives but it is not itself very detailed 


e The business plan for the business as a whole or for an SBU sets out the market(s) to be served, how 
the business/SBU will serve the market(s), and what finance is required (based on the business strategy) 


e The operational plan specifies what is expected of each function in the business as a whole or an SBU, 
based on the relevant functional strategy, and how specific actions will be taken in order to meet that 
expectation 


Finally, budgets are prepared that set out the business’s plan for a defined period, expressed in money terms. 
Usually a business has a variety of budgets at different levels of detail. The board of directors has a 
summarised or master budget for the whole entity that expresses the entire strategic plan, while separate 
functions in an SBU of that entity have detailed budgets for what each particular function needs to do to 
ensure that the master budget is achieved. 


We shall look in more detail at budgets and the budgetary process in Chapter 7. 
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Summary 


Strategic management 


~ Scope of activities -— Long-termdirection -— Allocation of resources 


Emergent/formal Strategic planning 


Strategic analysis 


Internal analysis 


(resource audit, competencies, 
value chain, supply chain, 
product life cycle, BCG matrix) 
External analysis 

(PESTEL, five forces, industry 
life cycle, competitor analysis) 
Corporate appraisal 


Benefits/drawbacks 


Positioning-based 


Strategic choice 

— Resource-based strategies 

AND 

— Positioning-based strategies 
(Porter's generic, Ansoff’s 
product/market) 

THEN 

— Strategic evaluation 


Strategic plans 
— Corporate plan 
(corporate mission/objective 
a 
Investment decisions 
_ Financial) 
Business plan 
(competition strategy) 
Operational plans 


(Stakeholder analysis, risk 
(SwoT) analysis, suitability, feasibility, (Business and functional 
Establish mission, goals, acceptability) strategies) 

objectives — Strategy selection Budgets 

(stakeholder analysis, mission : 
statement, strategic objective, 
goals and targets, strategies, 
plans and standards) 


Implementation, review and 
control 


— Organisational structure and 
control systems 


— Resource planning 


C 
H 
A 
P 
T 
E. 
- Operations planning R 


Self-test 


Answer the following questions. 


1 The emergent approach to the strategic planning process combines which two of the following stages into 
a single process? 


A _ Strategic analysis 

B Gap analysis 

C Strategic choice 

D Strategic implementation 
E Review and control 


2 ‘In a resource-based approach to strategic planning, the business’s mission, goals and objectives are 
determined 


A __ following stakeholder analysis at the start of the process 

B__ following stakeholder analysis and the corporate appraisal stage 
C following SWOT analysis in the corporate appraisal stage 

D following competitor analysis at the strategic choice stage 
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Competitors exist in the business’s 


A __ Physical environment 
B General environment 
C Task environment 

D Internal environment 


Linker plc has just been informed of a significant new regulation with which it needs to comply 
immediately. In relation to this, which of the following statements is true? 


A There has been a change in Linker plc’s task environment which it can cope with using planning 


B There has been a change in Linker plc’s general environment which it can cope with using crisis 
management 


C There has been a change in Linker plc’s task environment which it can cope with using crisis 
management 


D ‘There has been a change in Linker plc’s general environment which it can cope with using planning 


Minion plc has conducted a five forces analysis of its industry. This states that competition in the industry 
will become less intense in the medium term. Which of the following factors alone would explain this? 


A __ The government has set a minimum capital requirement for anyone entering the industry 
BA product which claims to eliminate the need for Minion plc’s product has been launched 
C The income levels of Minion pic’s target market are being eroded by inflation 

DA key raw material is now in short supply 


Xenon pic runs restaurants while Zenos plc operates a chain of cinemas. The two companies are 


A __ Industry competitors 
B Generic competitors 
C Form competitors 
D_ Brand competitors 


A competitor with a stochastic reaction profile 


A __ reacts aggressively to all opposing moves by competitors 
B does not react to any moves by competitors 

C reacts to some moves by competitors, but not all 

D_ reacts unpredictably to competitor moves 


Which of the following is a primary activity in Porter's value chain? 


A HRM 

B Procurement 

C Outbound logistics 
D_ Technology 


Penpen plc’s ‘freb’ product has high market share in a market that is fully saturated. In terms of the BCG 
matrix, for Penpen plc the ‘freb’ is 


A Astar 

B  Acash cow 

C A question mark 
D Adog 


Hubert is a stakeholder in Vipe plc. The company has selected a strategy which is acceptable to Hubert 
and in which the company is keen to secure his participation. In respect to Vipe plc Hubert has 


High power and high interest 
Low power and low interest 

High power and low interest 
Low power and high interest 


DUOW>Y 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Answer to Interactive question 1 


You may have thought of some of these factors, or maybe some others. You should have structured your 
analysis using the PESTEL framework. 


e Political factors: status/value of professional exams in education and employment system, potential 
regulation of tuition and study methods, effect of laws on the future of the accountancy profession as a 
whole, possible political instability 


° Economic factors: effect of business cycle on recruitment of student accountants, effect of interest and 
exchange rates on business, potential for global market 


° Social factors: acceptability of accountancy as a profession, levels of education of entry level 
accountants, size of population and therefore number of student accountants 


e Technological factors: in what format will study notes be published, and how accessible is the 
technology to the target market? Can technology help to prevent copyright infringements? 


° Ecological factors: how to produce and market study notes in a ‘green’ way 


e Legal factors: employment and health and safety issues; how can the study notes keep up with changes 
to the law that need to be included in them? 


Answer to Interactive question 2 


You should have attempted an analysis of the industry from the perspective of the five forces that together 
determine the degree of competition in it: buyers’ and suppliers’ bargaining power, the threat of substitutes and 
new entrants, and the number and power of industry competitors. If you selected one business in an industry 
such as fashion clothing then you will quickly have realised that it is highly competitive. There are relatively low 
barriers to entry and a very high level of substitutes available, so competition is intense. Customers are 
notoriously fickle and have strong bargaining power, though suppliers have less power so the industry is able to 
push costs lower all the time. 


Answer to Interactive question 3 


Each of these options is a way of organising the activities of buying, cooking and serving food in a way that 
customers will value. 


(a) It can become more efficient, by automating the production of food, as in a fast food chain. 


(b) The chef can develop commercial relationships with growers, so he or she can obtain the best quality 
fresh produce at a good price. 


(c) The chef can specialise in a particular type of cuisine (eg Nepalese, Korean). 


(d) The restaurant can be sumptuously decorated for those customers who value ‘atmosphere’ and a sense 
of occasion in addition to a restaurant’s purely gastronomic pleasures. 


(e) The restaurant can serve a particular type of customer (eg celebrities). 


Answer to Interactive question 4 


You should have answered this question by using SWOT analysis in terms of your strengths and weaknesses, 
and the opportunities and threats that face you. It should naturally have led you onto considering how you can 
overcome your weaknesses and build on your strengths. It should have made you think about whether you 
know enough about where the opportunities for doing what you want with your career really lie, and about what 
potential threats to these may lie ahead. 
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1 C,D Note that gap analysis is part of the strategic analysis process; strategic analysis and review and 


2 A 
4 8B 
5 A 
6 B 
7 OD 
8 C 
9 B 
10 A 


control are separate processes under both the formal and the emergent models 


Options B and C describe the planned strategy approach; Option D describes neither approach 


A regulation is a political/legal factor in the general environment; a regulation taking effect in a short 
timescale requires crisis management, while one taking place in the long term requires planning 


A minimum capital requirement is a barrier to entry, so new entrants will be deterred and 
competition will decrease. Each of the other factors should lead to increased competition: 
B is a new substitute, C increases the bargaining power of customers, and D increases the 
bargaining power of suppliers 


Restaurants and cinemas compete for the part of consumers’ income that is allocated to 
leisure/entertainment 


A, B and C describe tiger, laid back and selective reactions respectively 


All the others are secondary, support activities 


From its reaction, we can see that Hubert is being treated as a key player 
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Introduction | 


Learning objectives “Tick off 
e Identify the main components of the risk management process [ | 
° Show how the main components of the risk management process operate ; [] 
e Identify the key issues in relation to risk and crisis management 2 [| 


Specific syllabus references are: 1h, i. 


Syllabus links 


The topics covered in this introduction to risk management are developed as well in Assurance at Certificate 
level, in Audit and Assurance, Business Strategy and Financial Management at Professional level, and in the 
Advanced level exams. 


Examination context 
Questions on risk management could easily appear in the exam. 


Questions are likely to be set in multiple choice format and in a scenario context. Knowledge-type questions 
are also likely, set on particular principles or definitions. 
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14 Introduction to risk 


1.1. What is risk? 


You know what risk is in everyday terms. You know it is risky to climb a tall ladder, no matter what you may 
think there is at the top. You know it is risky to bet your life savings on a horse race, no matter how much you 
think you might win. 


These things are risky because at the point when you decide to do them you cannot be sure how bad the 
outcome will be. You may fall off the ladder and injure yourself when you are half-way up. The horse you back 
may be beaten at the winning post. 


On the other hand, you cannot be sure how good the outcome may be, either: you cannot be sure that the 
opportunities won't ever amount to anything. If you don't risk climbing the ladder you will never be the owner 
of whatever it is at the top. Most people would think it is too risky to throw away their life savings on a race, but 
there is always the chance that your horse will win. If you don’t place the bet you will miss the opportunity. 


Risks and opportunities exist because nobody knows what will happen in the future, and nobody can control it. 
Of course you can control whether or not you climb the ladder, but you cannot stop others from doing so, 
and you cannot stop entirely unexpected things from happening. 


These issues can be summarised in the following definition of risk. 


(am, Definition 

ou Risk: The possible variation in an outcome from what is expected to happen. 
ccna 
We can break this definition down to highlight the following issues to do with risk: 


e Variability: events in the future cannot be predicted with certainty 
e Expectation: we expect something to happen, or perhaps hope that it will not happen 
e Outcomes: this is what actually happens compared with what is intended or expected to happen 


1.2 What is uncertainty? 
Risk and uncertainty are not the same things: 


e Risk (the possibility of variation) exists in any situation 
e Uncertainty arises only because we are ignorant of all the facts: we lack information 


LL Definition 
LE Uncertainty: The inability to predict the outcome from an activity due to a lack of information. 
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You can never avoid this uncertainty, in anything you do: it is something that you have to make decisions 
about, or something you need to manage. If you decide to take a risk, or follow up an opportunity, the outcome 


may be hugely beneficial — or it may ruin you. 
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2.1 


What are upside and downside risks? 


Because events could turn out either better or worse than expected, sometimes we refer to two-way risk or 
symmetrical risk. 


The risk that something will go wrong is called ‘downside risk’, if it is likely that things will go right the term 
‘upside risk’ is used. 


How far does risk affect a business achieving its objectives? 


When considering whether a business will be successful and achieve its objectives, the term ‘pure risk’ 
describes the possibility that something will go wrong, speculative risk is the possibility that something could 
go better than expected (though it could go worse). If we all focused on pure risk then there would be little point 
in taking a risk; the fact that something could go well is the basis on which business flourishes. 


It is helpful for businesses to think about risk in the context of managing events with an eye on achieving 
objectives. This has long been the objective of COSO, an international organisation dedicated to improving the 
quality of financial reporting through business ethics, effective internal controls and corporate governance. Here 
are the definitions given in the COSO Enterprise Risk Management Framework (2004). 


Definitions 
Risk: The possibility that an event will occur and adversely affect the achievement of objectives. 


Opportunity: The possibility that an event will occur and positively affect the achievement of objectives. 


In this chapter we shall be concentrating on risk as defined by COSO. 


Risks for businesses and their investors 


Risks for the business 


If the objective of a business is to maximise shareholder value then risks for the business are risks of losses, 
resulting (directly or indirectly) in negative cash flows. When losses become severe, there might be a risk of 
insolvency, leading to the liquidation of the business. 


The activities of certain businesses are inherently risky because they are potentially dangerous to public well- 
being: transport and pharmaceutical businesses are obvious examples. 


The risks faced by businesses in general are as follows. 


¢ There are risks that trade conditions might be poor, and sales might fall or costs might rise. A new 
product launch might be unsuccessful, or an expensive research and development project might fail to 
produce a new commercial product 


e There is a risk that inadequate controls (quality controls, administrative controls, controls over people 
etc) within the business may result in losses through inefficiency, damage to business reputation, or 
deliberate fraud 
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2.3.1 


e A business might face risks of a financial nature, and losses might occur because of the way it has 
financed an operation 


The larger the business, the more varied are the risks. 


Interactive question 1: Business risk [Difficulty level: Intermediate] 


Try to identify a small business with which you have some familiarity, such as an audit client or one you have 
worked for in a vacation. What risks does the business, as opposed to its owner(s), face? 


See Answer at the end of this chapter. 


Risks for investors 


Lenders have to bear the risk that the business will default on its debt obligations, and fail to make an interest 
payment or even become insolvent and be unable to repay the loan principal. A lender will expect a higher 
return than that offered on, say, Government securities or gilts (commonly taken to be a risk-free investment), 
to compensate for the added risk. 


Shareholders are the ultimate bearers of risk. If a company becomes insolvent, they will lose all their 
investment. More important, if company profits fall, dividends and the share price are also likely to fall. Lenders 
are entitled to interest before any profits can be paid as dividend, so that the risk to income is much less for 
ienders than for equity shareholders. 


Risk for shareholders is two-way: there is the possibility of poor returns (no dividends or low dividends, and a 
fall in the share price), or profits and dividends might be higher than expected, and the share price might rise by 
more than anticipated. Risk is greater for shareholders when there is a greater possibility of wide variations in 
profits, dividends and share prices from year to year. The range of potential variation in returns is known as the 
volatility of returns. 


Risk and strategic planning 


In the strategic planning analysis process it is important to focus on risks that are specific to the business, or 
the industry sector in which it operates, rather than general ones. They should be mapped to the relevant 
threats and opportunities that they represent to the business. A plan for managing each specific risk can then 
be formulated. 


It is often useful to relate risks to the business’s critical success factors (CSFs), as a significant risk is one 
that would create an obstacle to any of the CSFs. 


Definition 


Critical success factor (CSF): ‘those product features that are particularly valued by a group of customers 
and, therefore, where the organisation must excel to outperform the competition’ (Johnson & Scholes, 2002). 
en 


Risk appetite 


Not all risk is bad, and returns are generally higher for higher-risk projects. As part of the planning process, the 
business needs to decide what its ‘appetite’ for risk is, and apply this in choosing appropriate strategies. 
Definition 


Risk appetite: The extent to which a business is prepared to take on risks in order to achieve its objectives. 


OO eee 


The approach should be as follows. 


1 Decide what the business wants to achieve (the strategic objective). 
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2 Decide what the business's ‘risk appetite’ is, in other words the extent to which it is prepared to take on 
risks in order to achieve its objective. 


3 Find strategies to achieve the objectives that do not involve more risk than the business is willing to 
accept. 


4 If there are no methods of reducing the risk to an acceptable level, the objective needs to be amended. 


2.3.2 Attitudes to risk 


e = Arisk averse attitude is that an investment would be chosen if it has a more certain but possibly lower 
return than an alternative less certain, potentially higher return investment. 


e A risk neutral attitude is that an investment would be chosen according to its expected return, 
irrespective of the risk. 


e  Arisk seeking attitude is that an investment would be chosen on the basis of it offering higher levels of 
risk, even if its expected return is lower than an alternative no-risk investment with a higher expected 
return. 

2.3.3 Expected returns 


When a business looks at an investment it has to judge what return is expected from it. For instance, an 
investment of CU100,000 at a rate of 5% has an expected return of CU5,000. 


When the business starts considering risk in relation to an investment it is also likely to derive a range of 
possible returns from the investment, given best-case, worst case and most likely scenarios. These can be 
combined in a weighted average to give the overall expected return. 


we Worked example: Expected return 


Jack plc has the opportunity to invest CU100,000 in a project. The project manager has estimated three 


= scenarios for the project's annual return, and the related returns and probabilities: 
Probability Annual return 
of scenario under the scenario 
occurring 
CU 
Worst case scenario 0.3 2,000 
Most likely scenario 0.6 5,000 
Best case scenario 0.1 10,000 
The expected return for the project can be calculated using a weighted average: 
Annual return Expected return 
Probability under the scenario (probability x return) 
CU CU 

Worst case scenario 0.3 2,000 600 
Most likely scenario 0.6 5,000 3,000 
Best case scenario 0.1 10,000 1,000 
Expected return 4,600 


Note that the expected return of CU4,600 is not actually predicted as a return; it is used instead as an overall 
measure of the investment for decision making and risk evaluation purposes. 
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Types of risk 


Risk classifications 


There are several ways in which risks can be classified according to their source or characteristics as shown in 
Figure 5.1. The main distinction is between business and non-business (financial and operational) risk. 


Financial risk 


Operational risk 


: Credit OR * Liquidity 
° psioeac Market ° Gearing 
‘id - Default 
* Product : Cradi¢ 
: aries ° Foreign exchange | | ____..---7__------- 
* Property : al rate * — Event risk 


° Disaster e 
* Regulatory OR = Social 
¢ Reputation ° Political 
¢ — Systemic ¢ Legal 
e Economic 


Operating 


Figure 5.1 Risk classifications 


Business risk 


Business risk arises from the nature of the business, its operations and the conditions it operates in. It includes: 


Strategy risk: the risk of choosing the wrong corporate business or functional strategy 


Enterprise risk: the success or failure of a business operation and whether it should have been 
undertaken in the first place 


Product risk: the chance that customers will not buy the company’s products or services in the expected 
quantities 


Economic risk: the effect of unexpected changing economic conditions 


Technology risk: the risk that the market or industry is affected by some change in production or delivery 
technology 


Property risk: the risk of loss of property or losses arising from accidents 
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Non-business risk 

Non-business risk is any other type of risk, usually classified as financial risk and operational risk (or event 
risks). 

Financial risk 

Lam, in Enterprise Risk Management, divides financial risk into credit risk and market risk. 


e Credit risk is ‘the economic loss suffered due to the default of a borrower, customer or supplier’. In other 
words it is the risk that customers or borrowers will not pay, or will not pay quickly enough, or that 
suppliers will cease to supply. 


e Market risk is ‘the exposure to potential loss that would result from changes in market prices or rates’, 
which might include share prices, commodity prices, interest rates and foreign exchange rates. 


Another way of breaking down financial risk is to look in more detail at the sources of risk that are external to 
the business, including: 


e Liquidity risk: an unexpected shortage of cash 


¢ — Gearing risk: high borrowing in relation to the amount of shareholders’ capital in the business, increasing 
the risk of volatility in earnings, and insolvency 


¢ Default risk: receivables of the business fail to pay what they owe in full and on time 

¢ Credit risk: the company’s credit rating is downgraded 

° Foreign exchange risk: making unexpected gains or losses from changes in a foreign exchange rate 
e — Interest rate risk: unexpected change in interest rates placing the business at a financial disadvantage 


e Market risk: an adverse movement in share market prices 


Operational risk 


Operational risk is possibly best regarded as all non-business risks faced by a business that are not financial 
risks, but this is an enormously broad definition. We could define it instead in terms of what causes it. 


Definition 


Operational risk: ‘The risk of direct or indirect loss resulting from inadequate or failed internal processes, 
people and systems or from external events’ (Basel Committee on Banking Supervision). 
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¢ Process risk is the risk that a business's processes may be ineffective (fail to achieve their objectives) or 
inefficient (achieve their objectives but at excessive cost). 


¢ People risk is the risk arising from staff constraints (for example insufficient staff, or inability to pay good 
enough wages to attract the right quality of staff), incompetence, dishonesty, or a corporate culture that 
does not cultivate risk awareness, or encourages profits without regard to the methods used to make 
them. 


¢ Systems risk is a term that is usually used in the sense of the risks arising from information and 
communication systems such as systems capacity and availability, data integrity, and unauthorised 
access and use. IT is so central to almost all businesses that it certainly merits a category to itself. 


° Legal risk is the risk of loss from the fact that a contract cannot be legally enforced. It arises through 
uncertainty in laws, regulations and legal actions. Sources of legal risk include enforceability issues as 
well as exposure to unanticipated changes in laws and regulations. 


e Event risk is the operational risk of loss due to single events that are unlikely but may have serious 
consequences. Natural or man-made disasters are the most obvious examples of event risk. These may 


include: 

— Disaster risk: a catastrophe occurs, such as fire, flood, ill health or death of key people, terrorism 
and so on 

~ Regulatory risk: new laws or regulations are introduced, affecting the business’s operations and 
profitability 
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— Reputation risk: the business’s activities damage its reputation in the eyes of stakeholders. 


— Systemic risk: failure by a participant in the business’s supply chain or system to meet its 
contractual obligations, so the system itself is at risk 


Another way of classifying event risks is according to their sources in the external environment: 
— Physical risks: such as climate and geology 

— Social risks: changes in tastes, attitudes and demography 

- Political risks: changes determined by government, or by a change of government 


— Legal risks: changes in legislation and regulations, including the consequences of breaking the law 
or otherwise failing to meet legal duties or obligations 


~ Economic risks: changing economic conditions 
— Operating environment risks: technological changes 


4 Risk concepts 


° Exposure is the measure of the way in which a business is faced by risks. Some businesses will by their 
very nature be less exposed than others. A transport company such as an airline or a railway operator is 
considerably more exposed to the operational risk that its customers will be injured whilst using its 
services than is a bank or a firm of accountants. A business that has minimal debt finance and no 
overseas customers or suppliers has little or no exposure to the financial risks of either interest rate 
movements or exchange rate movements. 


e Volatility is how the factor to which a business is exposed is likely to alter. A coffee producer is 
dependent on good weather; businesses like fashion and music are subject to changes in public taste. 
Some businesses operate in regions that are politically unstable. 


° Impact (or consequence) refers to measures of the amount of the loss if the undesired outcome occurs. 
impact might be measured purely in financial terms, or in terms of delay, injuries/loss of life or other ways 
depending on the type of risk. 


° Probability (or likelihood) means how likely it is that a particular outcome will occur. In some cases it is 
possible to estimate probability on the basis of past experience (historical records) combined with 
information about all the variables involved and how they interact. In others it is much harder to estimate 
probability because no historical data exists. The development of an entirely new product is an example. 


The greatest risks for a particular business will arise when: 
e Exposure is high 
e The underlying factor is volatile 


e The impact is severe, and 
e The probability of occurrence is high 


Different combinations of these four risk concepts result in different levels of response from the business. 


5 The objectives of risk management 


the assets or 
Fequcing: the 
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5.1 What is risk management? 


Definition 


Risk management: The identification, analysis and economic control of risks which threaten the assets or 
earning capacity of a business. 


Risk management is actively used by many businesses, some of which employ risk managers. Smaller 
businesses and individuals may not recognise a specific task of risk management but will nevertheless have 
developed their own methods of analysing and managing risk. 


The purpose of risk management is to understand and then to minimise cost-effectively the business’s 
exposure to risk and the adverse effect of risks, by: 


e Reducing the probability of risks occurring in the first place, and then if they do occur 
e¢ Limiting the impact they will have on the business 


5.2 When is risk management necessary? 


e There may be legal requirements to manage risk: you are required by law to insure your car, for instance 


e Risk management (in the form of insurance) may be required by licensing authorities and regulatory 
bodies. For example a football stadium would not be allowed to operate if it did not have public liability 
insurance 


° Financial organisations may require risk management: if you have a mortgage your lender no doubt 
requires you to have buildings insurance to protect its security. 


e — In the Bank Company Act 2013 of Bangladesh, Risk Management Committee at the board level has 
been made mandatory to ensure proper risk management practice in the banks. Presently the banks 
are being rated for their overall risk management performance. 


e Audit committee of listed companies in Bangladesh are required to maintain internal control risk 
management process as per the BSEC corporate governance notification dated 7" August, 2012. Also the 
directors report should include statement on risks and concerns. 


e Large listed companies in the UK are required to determine the nature and extent of their significant risks 
and to maintain sound risk management systems. 


e EU regulations stipulate that a European listed company’s published financial statements must contain a 
description of the principal risks and uncertainties facing the company. This is subject to audit by external 
auditors. 


6 The risk management process 


| Business and Finance 


6.1 What is involved in the risk management process? 


Awareness and 
identification 


Analysis: assessment 
and measurement 


¢ Avoidance 
CG 

ee cot 
C Acceptance 


< 


See 

¢ Reduction 

CS 
Sa? 
Monitoring and reporting 


° Risk awareness and identification, using techniques such as brainstorming and analysis of past 
experience to identify the business’s exposure to risks. 


Figure 5.2: Risk management process 


° Risk analysis (assessment and measurement): this considers the volatility of particular factors, the 
probability of an event occurring and the severity of the impact if it does. Measurement may be qualitative 
or quantitative. 


e _ Risk response and control: in essence a risk can be avoided (do not do the risky activity), reduced (eg by 
strictly controlling processes), shared (eg with an insurer) or simply accepted. 


e __ Risk monitoring and reporting is a continuous process. 


We shall look at each element of the risk management process in turn. 


6.2 Risk awareness and identification 


Risk awareness is partly a state of mind, but it is also dependent on how well the matter under consideration is 
understood. 


Suppose a Bangladeshi business was considering launching a new product in China but knew absolutely 
nothing about doing business in China. It is highly likely that it will not be aware of the many risks to which the 
business could be exposed because of factors such as different regulations, different ways of approaching 
customers, differences in disposable income and so on. The risks remain to be identified. 


a Definition 
i LL Risk identification: Identifying the whole range of possible risks and the likelihood of losses occurring as a 
s result of these risks. 


Risk identification must be a continuous process, based on awareness and knowledge that: 


e Potential new risks may arise 
e Existing risks may change 


Exposure to both new and altered risks must be identified quickly and managed appropriately. 
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There are two approaches to identifying risks, which operate most effectively when combined. 


e A top-down approach is led by the senior management/board of the business, spending time on 
attempting to identify key risks. Often, this is linked to the business’s CSFs: what might happen to prevent 
us from achieving each CSF? 


e A bottom-up approach involves a group of employees, with an expert in risk management, working 
together to identify risks at the operational level upwards 


Categories of loss: 

e Property loss — possible loss, theft or damage of any static or moveable assets 

e Liability loss — loss occurring from legal liability to third parties, personal injury or damage to property 
e Personnel loss — due to injury, sickness or death of employees 

e Pecuniary loss — as a result of defaulting receivables 

° interruption loss — a business being unable to operate due to one of the other types of loss occurring 


Identifying too many risks can make the risk management process overly complex. The business should focus 
its efforts on significant risks: those that are potentially damaging to the business’s value. 


6.3 Risk analysis: assessment and measurement 


After risks have been identified, there should be a process of judging whether each risk is serious, and which 
risks are more serious than others. 


a Definitions 
LL Risk assessment: For each risk its nature is considered, and the implications it might have for the business; 
an initial judgement is then made about the seriousness of the risk. 


Risk measurement: Identifying the probability (likelihood) of the risk occurring, quantifying the resultant 
impact (consequence) and calculating the amount of the potential loss using expected values for gross risk. 


Gross risk is the potential loss associated with the risk, calculated by combining the impact and the probability 
of the risk, before taking any control measures into account. 


An aim of risk assessment should be to identify those risks that have the greatest significance, and so should 
receive the closest management attention. 


Significance can be measured in terms of the potential loss arising as a result of the risk, that is its gross risk. 
This depends on: 


e The potential impact, quantified as an expected value (usually using weighted averages as we saw earlier 
in relation to expected returns) 


e The probability of occurrence, measured mathematically, as a decimal between 0 and 1 
Gross risk = Probability x Impact 


A method that is frequently used to assess risks is to plot each one on a risk map, showing impact on a scale of 
1 to 10 (or just low to high) on one axis, and probability on a similar scale on the other axis. 


High 


High significance 


IMPACT 


Low significance 
Low 


Low High 
PROBABILITY 


Figure 5.3: Risk assessment map 
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With regard to controlling risk the greatest attention may then be paid to risks that fall in the high significance 
(high impact/high probability quadrant), bearing in mind that the quantum of each in terms of gross risk should 
also be considered: a ‘high significance’ gross risk of only CU10,000 will probably draw less attention than a 
medium significance risk of CU1million, for example. 


Risk response and control 


Measurement (qualitative or quantitative) and assessment establish priorities that determine the amount of 
management time that should be spent developing and implementing a response to control any particular risk: 
obviously, large gross risks in the high significance quadrant should be considered first. 


The possible responses to a risk, so as to control it, are as follows. 


e Avoidance: not doing the risky activity. This may not be an option, but the first question should always be 
‘Do we need to do this risky activity at all?’ 


e __ Reduction: doing the activity, but using whatever means are available to ensure that the probability of the 
event occurring and the impact if it does are as small as possible 


e Sharing: for example taking out insurance against the risk, but only after every effort has been made to 
reduce it, so that insurance premiums are kept as low as possible. Another sharing strategy might be to 
enter an agreement with one or more other companies (joint ventures, outsourcing arrangements and 
partnerships with suppliers are all examples). Hedging is a means of sharing market risk. Risk sharing is 
sometimes called risk transfer, but it is rare to be able to transfer all the risk. 


e Acceptance (sometimes called retention): this should only be considered if the other options are not 
viable, for example if the costs of extra control activities and the costs of insuring against the risk are 
greater than the cost of the losses that will occur if the event happens. The concept of materiality should 
apply: immaterial risks can be accepted. Nevertheless, risks that have been accepted should still be kept 
under review: new developments may mean that a different response becomes more appropriate. 


The risk map can be expanded to include risk responses depending on the assessment and measurement of 
the risk. 


High High impact, low probability 


These risks might be shared using High impact, high probability 


insurance, and at the same time the 
impact might be reduced so that 
insurance premiums are lower 


Low impact, low probability 
Often these risks are just accepted, 


as the cost of avoiding, reducing or 
Low |__ sharing them exceeds the benefits 


These risks must be controlled, using 
avoidance, reduction and/or sharing 


IMPACT 


Low impact, high probability 


Reduction is the key response here 


Low 


High 


PROBABILITY 
Figure 5.4: Risk responses 
The controls that are put in place in response to risks can take a variety of forms. 
° Physical controls such as locks, speed limits and clothing protect people, assets and money. 


° Financial controls such as credit checks, credit limits and customer deposits protect money and other 
financial assets. 


e System controls include procedural controls, so that processes are carried out in the right way, software 
controls in computer systems, and organisation controls on people so that, for instance, they do not 
exceed their authority. Together system controls protect the business's ability to perform its work. 


e Management controls include all aspects of management that ensure the business is properly planned, 
controlled and led, such as the organisation's structure, and the annual budget. 


We shall see more about controls later in this Study Manual. 
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Monitoring and reporting risk 


Monitoring risk should be a continuous, ongoing process, such that if a risky event does occur then the action 
taken should include an immediate review of the management of that risk, followed by changes as necessary. 
In this sense ‘monitoring’ is a form of control. 

e Has corrective action now been taken? Has it been effective? 

e Was the risk identified in the first place, and if not why not? 


° If the risk was identified and planned for but the event still occurred is it because early warning 
indicators were not monitored? 

e _ Ifthe response and/or controls were ineffective what changes or new procedures are necessary? 

All identified risk management problems that could affect the organisation’s ability to achieve its objectives 

should be reported to those in a position to take necessary action. 

e The chief executive regarding serious problems. 

e Senior managers regarding risk management problems that affect their units. 

e Managers in increasing levels of detail as the process moves down the organisational structure. 


The board of directors or audit committee should also be informed. The board or committee may ask to be 
made aware only of problems that meet a specified threshold of seriousness or importance. 


Crisis management 


What is a crisis? 


Definition 

Crisis: An unexpected event that threatens the wellbeing of a business, or a significant disruption to the 
business and its normal operations which impacts on its customers, employees, investors and other 
stakeholders. 


et A A renee 


Crises can be fairly predictable and quantifiable, or totally unexpected. 
What is crisis management? 


Definition 
Crisis management: Identifying a crisis, planning a response to the crisis and confronting and resolving the 
crisis. 


meee teen reenter tenner 


Crisis management is much more commonly used in businesses now: 
° Crises such as natural disasters and terrorism have been seen to have an even more extreme effect in 
the context of global trade, so businesses are more motivated to manage crises better 


e Society is more litigious than it used to be, and businesses are expected to be able to deal better with 
crises now than in the past 


e Better IT and other technology systems allow businesses to be able to do more to avert and/or manage a 
crisis 
° Social media means that publicity surrounding any sort of crisis is widespread and can feed on itself, 


raising the potential for very severe reputational consequences if damage limitation does not swing into 
action quickly 
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Types of crisis 


There are three main types of crisis in terms of their effects on the business: 

e Financial crisis — short-term liquidity or cash flow problems, and long-term solvency problems 

e Public relations crisis — negative publicity that could adversely affect the success of the business 

e Strategic crisis — changes in the business environment that call the viability of the business into question, 
such as new technology making old products or processes obsolete 

There are many types of crisis in terms of their cause. 

e Natural event: physical, especially environmental, destruction due to natural causes such as earthquake 

e Industrial accident: buildings collapse, fire, release of toxic fumes, sinking or leaking of a ship 

e Product or service failure: product recall of faulty or dangerous goods; communications, systems or 
machine failure causing massive reduction in capacity; health scare related to the product or industry 

e Public relations disaster: pressure group or unwelcome media attention; adverse publicity in the media; 
removal/loss/prosecution of CEO or other key management 

e Business crisis: sudden strike by workforce; sudden collapse of key supplier; withdrawal of support by 
major customer; competitor launches new product; sudden shortfall in demand 

° Management crisis: hostile takeover bid; death of key management; managers poached by main 
competitor; boardroom battles 


e _Legal/regulatory crisis: product liability; new regulations increase costs or remove competitive edge; 
employee or other fraud 


Worked example: Industrial accident 


In 2005 the oil storage depot at Buncefield, Hemel Hempstead suffered a major explosion and fire. The result 
was: 


Loss of product 

Significant loss of capacity 

Disruption to supplies 

Loss of business 

Physical damage to neighbouring houses and commercial premises 
Environmental damage 

Damage to reputation 

Claims for compensation 

Legal action 


Worked example: Public relations disaster 


In 1991 Gerald Ratner, head of the chain of high street jewellers that bore his name, explained why his 
products were so inexpensive. He said that a product sold in his shop was cheap because it was ‘total rubbish’. 
He ‘sold a pair of earrings for under CU1, which was cheaper than a prawn sandwich, but probably wouldn't 
last as long’. The result: share values fell substantially, Mr Ratner left the company and it was sold. 


Managing a crisis 


A crisis happens when a risk becomes a reality. The business should seek to prevent crises, and to have 
contingency plans should a crisis occur. It should also act to resolve an actual crisis in the most effective way. 


Crisis prevention 


The business should always seek to prevent a crisis by planning ahead and projecting likely outcomes; it 
should avoid decisions that have the potential to turn into a crisis. 


Contingency planning 


The business should make a contingency plan for the worst and/or most likely crises to occur. This must be 
kept up to date, and staff should be trained in how it should be implemented in the event of a crisis. 
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Effective action in the event of a crisis 


Assess objectively the cause(s) of the crisis 

Determine whether the cause(s) will have a long-term or short-term effect 
Project the most likely course of events 

Focus resources on activities that mitigate or eliminate the crisis 

Look for opportunities 


In the event of a public relations crisis 


e Act immediately to prevent or counter the spread of negative information; this may require intense media 
activities. 


e Use media to provide a counter-argument or question the credibility of the original negative publicity. 


Interactive question 2: Contingency planning [Difficulty level: Intermediate] 


Consider what you would do if, at a time when your business has a small overdraft and very little money 
expected in shortly, it is faced with a large demand from a government body which requires settlement in one 
month. 


See Answer at the end of the chapter. 


Disaster recovery 


A business needs to recover from a disaster as quickly as possible. This i is s helped if the 5 busines ‘has’ a 
_ disaster recovery plan covering standby and recovery prbeedures 4 and personnel management. He, 


What is a disaster? 


Definition 


Disaster: The business’s operations, or a significant part of them, break down for some reason, leading to 
potential losses of equipment, data or funds. 


We have seen that event risk is the operational risk of loss due to single events that are unlikely but that may 
have serious consequences. Political risk is one example and is often associated especially with less 
developed countries where events such as wars or military coups may result in an industry or a business being 
taken over by the government and having its assets seized. 


Here are some examples, along with some responses and controls, based on reduction and sharing of the risk 
of the disaster where it cannot be avoided. 


e A fire safety plan is an essential feature of security procedures, in order to prevent fire, detect fire and put 
out the fire. Fire safety includes: 


— Site preparation (for example, appropriate building materials, fire doors) 
- Detection (for example, smoke detectors) 

— Extinguishing (for example, sprinklers) 

- Training for staff in observing fire safety procedures 


° Flooding and water damage can be countered by the use of waterproof ceilings and floors together 
with the provision of adequate drainage. 
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e Keeping up maintenance programmes can counter the leaking roofs or dripping pipes that result from 
adverse weather conditions. The problems caused by power surges resulting from lightning can be 
countered by the use of uninterruptible (protected) power supplies. This will protect equipment from 
fluctuations in the supply. Power failure can be protected against by the use of a separate generator. 


e Threats from terrorism can be countered by physical access controls and consultation with police and 
fire authorities. 


e Accidental damage can be avoided by sensible attitudes to behaviour while at work and good layout of 
workspaces. 


Any system which has suffered a disaster must recover as soon as possible so that further losses are not 
incurred, and current losses can be rectified. 


What is considered a disaster is relative to the size of the business and the significance of the item that breaks 
down. The failure of a hard drive in a single PC could be extremely serious for a small business which 
depended on that one computer, but in a large business it might cause minimal inconvenience, so long as 
backup copies of data files are maintained. 


Minor breakdowns occur regularly and require short-term recovery plans such as agreements with a 
maintenance company for same or next-day on site repairs. Disasters which result in the destruction of a major 
facility or installation require a long-term plan. 


A long-term disaster recovery plan will typically provide for: 

e Standby procedures so that some operations can be performed while normal services are disrupted 
° Recovery procedures once the cause of the breakdown has been discovered or corrected 

e Personnel management policies to ensure that the above are implemented properly 


The plan must cover all activities from the initial response to the disaster (crisis management), through to 
damage limitation and full recovery. Responsibilities must be clearly spelt out for all tasks. The contents of 
the plan will include the following. 


Section Comment 


Definition of responsibilities It is important that somebody (a manager or co-ordinator) is designated to 
take control in a crisis. This individual can then delegate specific tasks or 
responsibilities to other designated people. 


Priorities Limited resources may be available for processing. Some tasks | are more 
important than others. These must be established in advance. re the 


Backup and standby — “These n may y be with other installations, or with a 1 business that provides such 
arrangements services (eg maybe the hardware vendor). Alternatively, other processes 
may be possible, for instance taking cash when credit/debit card 
_ Processing | is interrupted. 


Communication with staff The problems of a disaster can be compounded by poor communication 


_ between members of staff. 

“Public relations If the disaster has a public impact, the recovery team may come under 
_ pressure from the ‘Public. or from the media. 

Risk assessment Some way must be found of assessing the particular requirements of the 
problem. 
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Summary and Self-test 


Summary 


The future is uncertain 


Positive event may occur Adverse event may occur Classifying risk 
=.OPPORTUNITY = RISK see Fig 5.1 


Faced by . Faced by Risk concepts 
business investor Risk management: Volatility 
Aim to: minimise ix Exposure 


limit 
reduce Probability 


Impact 


Critical success factors 


Risk management 
process 


Risk Strategic planning see Fig 5.2 Crisis 


appetite Chapter 4 


a0 


Crisis 
management 
Attitude to risk — Contingency 
— Risk-averse planning 
-  Risk-neutral — Prevention . 
— Risk-seeking — Action 


Vv 


Recovery plan Disaster 


Self-test 


Answer the following questions. 
1. Which of the following is COSO’s definition of risk? 


A __ That events in the future cannot be predicted with certainty 

B_ The possible variation in an outcome from what is expected to happen 

C The inability to predict the outcome of an activity due to a lack of information 

D The possibility that an event will occur and adversely affect the achievement of objectives 


2 Which of the following is a downside risk for a business? 


A __ That costs might rise 

B That revenue might rise 

C That controls may succeed 
D That quality might improve 


3. Benbuck pic has had a wide range of returns to shareholders in recent years. This means that as an 
investment Benbuck plc shares are 


Volatile and low risk 
Non-volatile and low risk 
Volatile and high risk 
Non-volatile and high risk 
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4 Strang pic has identified that the new production machinery in which it is considering an investment may 
soon become obsolete on the grounds of low productivity. This business risk could be identified as 


A Aproduct risk 
BA technology risk 
C  Anenterprise risk 
D Aproperty risk 


5  Mimso Bank plc's staff appear to be oblivious to the importance of risk. For Mimso Bank pic this is 


A Abusiness risk 

B Anenterprise risk 
CA financial risk 

D  Anoperational risk 


6 The size of the gross risk facing a business is measured as 


A Volatility x exposure 
B Impact x exposure 

C Impact x probability 
D Volatility x probability 


7 In terms of risk management, choosing to transfer some risk is part of 


A Risk awareness 
B_ Risk response 

C_ Risk assessment 
D__ Risk monitoring 


8 Brando plc has 40 employees engaged in an activity that has been identified as having a high element of 
risk to the company’s reputation. The company decides that the activity is necessary but that only 10 staff 
should be engaged in it in future, and these staff should receive extra training. The risk responses that 
Brando plc has applied are 


Avoidance and reduction 
Transfer and acceptance 
Reduction and acceptance 
Avoidance and transfer 
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9 Heller & Co is a firm of solicitors which has long been aware that the departure of one partner, Mike 
Heller, would constitute a crisis for the firm. It has therefore ensured that he is highly paid and that Sue 
Jones, another partner, shadows his work and knows his clients. On 15 June Mike walks out of the firm 
and provokes a serious crisis which the firm’s very expensive PR consultants handle. The area of crisis 
management which Heller & Co has neglected to address in their management of the crisis is 


A Crisis prevention 

B Contingency planning 

C_ Analysis of the causes of Mike’s actions on 15 June 
D__ Taking action to mitigate the crisis 


10 Klib plc operates in a politically unstable country. It has arranged that a consultancy firm with access to 
similar facilities as Klib plc has a complete set of backup files for Klib plc. This strategy is part of Klib plc’s 


Risk management 

Crisis management 
Disaster recovery planning 
Operational planning 
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Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Answers to Interactive questions 


Answer to Interactive question 1 


For many small businesses the most evident risk is that customers do not buy what they supply, whether 
because of competition, fashion or an economic downturn. This is also the risk that is most difficult to deal with, 
though being well-informed and innovative help to ensure that the business can react adequately. There is a 
real risk too that the costs of providing the goods or service will rise, which again is hard to contend with as the 
business may have little or no bargaining power. The risks from inadequate controls are less likely though more 
catastrophic; most small business owners are very closely involved in the running of it and keep close control of 
quality, administration and staff, but there are plenty of businesses which have gone under due to one fraud, or 
one lapse of quality. Finance is also a serious risk; bank overdrafts can be called in on demand, and cashflow 
has often caused very severe problems, even winding up, in otherwise successful businesses. 


Answer to Interactive question 2 


You should not wait for further evidence before acting. Immediately take action to maintain or increase cash 
flow: 


e Accelerate receipts from customers even if this requires the granting of discounts 
° Decelerate payments to suppliers even if this means losing discounts 

e — Increase short-term sales but maintain or increase margins on sales if possible 

e Reduce expenses: 


- eliminate non-essential expenses 

- _ sell surplus long-term assets 

-— reduce payroll if possible 

— renegotiate the overdraft and other debts 
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Introduction 


Learning objectives Tick off 
e Specify the extent to which financial information: 

— Provides for accountability of management to shareholders and other stakeholders 

- Reflects business performance 

— Is useful to users in making decisions 

— Meets the information needs of national, social and economic contexts (eg national 

statistical information) 

e Identify, in the context of accounting and other systems, the issues surrounding: 

— Information processing 

-— Information security 

— Information management 


e Specify why the management of a business require information about performance 
measurement including non-routine areas such as in supporting an entity's sustainability 
management 
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Specific syllabus references are: 3a, d, e. 


Syllabus links 


The topics covered in this introduction to financial information are developed as well in Management 
Information at Certificate level, Business Strategy and Financial Management at Professional level, and in the 
Advanced level. 


Examination context 
Questions on financial information could easily appear in the exam. 


Questions are likely to be set in multiple choice format in a scenario context. Knowledge-type questions are 
also likely on particular definitions or principles. 


a Business and Finance 


1 Why is business finance important? 


Finance plays a central role in a business, so financial information does as well. 


Without money a business could not exist: it could not pay its expenses, it could not acquire inventory, and it 
could not employ labour. It would not want to exist: businesses exist to make money, that is, a profit. All 
businesses require a level of finance to get started, and then a balance of money coming in and going out in 
order to stay in existence. 


We have seen several times so far in this text that a business’s finances play an important, indeed, central role 
in what it does. 


e Most of a business’s stakeholders have finance at stake in the business; shareholders and lenders 
obviously invest directly in the business, but in addition managers’ and other employees’ personal 
finances depend on it, suppliers need to be paid by it, customers depends on it for goods and services 
that will in turn support their finances, and the government wants tax revenue from it (see Chapter 1) 


e The primary objective of a business is a financial one: to increase shareholders’ wealth by creating 
shareholder value (see Chapter 1) 


° Finance is a separate function in the organisational structure of most businesses (as we shall see in far 
more detail in Chapter 7) 


° How much finance the business needs and how this can be raised often determine the business 
structure/legal form it takes (see Chapter 3) 


e Together with its competitive strategy and its investment strategy, the business’s financial strategy is 
central to its overall corporate strategy (see Chapter 4) 


e Businesses are exposed to financial risks of various kinds and must find ways of managing these risks 
(see Chapter 5) 


Because of the central importance of finance in a business it follows that information on the business's 
finances will be needed. 


2 Uses and types of financial information 


2.1. Why do businesses and managers need financial information? 
Businesses and managers require financial information for: 


Planning 

Controlling 

Recording transactions 
Performance measurement 
Decision making 
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2.1.1. Planning 


Once a decision has been made, say on what competitive strategy to follow, it is necessary to plan how to 
implement the steps necessary to make it effective. Planning requires a knowledge of, among other things, 
available resources, possible time-scales for implementation and the likely outcome under alternative 
scenarios. 


2.1.2 Controlling 
Once a plan is implemented, its actual performance must be controlled. Information is required to assess 
whether implementation is proceeding as planned or whether there is some unexpected deviation from 
plan. It may consequently be necessary to take some form of corrective action. 

2.1.3 Recording transactions 
Information about each transaction or event is required for a number of reasons. 
e Documentation of transactions can be used as evidence in a case of dispute 
e There may be a legal requirement to record transactions, for example for accounting and audit purposes 
e Detailed information on production costs can be built up, allowing a better assessment of profitability 


e —_ The efficiency of labour utilised in providing a particular service can be measured 


2.1.4 Performance measurement 
Just as individual operations need to be controlled, so overall performance must be measured in order to 
enable comparisons of the actual outcome with the plan. This may involve collecting information on, for 
example, costs, revenues, volumes, time-scale, profitability and long-term sustainability. 

2.1.5 Decision making 


Information is required as a basis on which to make informed decisions. This completes the full circle of the 
business management process. 


2.2 Type of information 


Information can be classified according to the use to which it is put. The same type of information will not be 
provided to a front-line manager of a team of machine operatives as to the board of directors. This is because 
the front-line manager needs to know how many operatives can be employed on one shift, for instance, while 
the board of directors want to know whether enough skilled operatives can be available in the medium-term to 
resource increased production of a successful new product. 


Information can thus be classified as follows. 
° Planning information helps people involved in the planning process 


e Operational information helps people carry out their day-to-day activities, eg how many operatives are 
needed on one shift 


e Tactical information helps people deal with short-term issues and opportunities, eg monthly variance 
reports for the factory 


e Strategic information supports major long-term decision-making, eg can resources be made available to 
expand production? 
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3 Qualities of good information 


Information of whatever type is of — quality if it has eight key characteristics, which are easiest to remember 
if you use the mnemonic ACCURATE. 


Note that the second A here stands for ‘Authoritative’, an increasingly important concern given the huge 
proliferation of information sources available online today. 


Quality . Example 


Accurate Figures should add up, the degree of rounding should be appropriate, there should be no 
typographical errors, items should be allocated to the correct category, and 
_ assumptions | should be stated for uncertain information (no spurious accuracy). 

Compete Information should include everything that it needs to include, for example Sdernal dais if. 


_ relevant, or comparative i information. 


It should not cost more to obtain the information than the benefit derived from having it 
Providers of information should be given efficient means of collecting and analysing it. 
_ Presentation s should b be such that users do not waste | time > working out what it means. — 


Cost: beneficial 


Usersrgted The needs of the user should be borne in mind, for instance senior managers may require 
summaries, _ whereas S junior ones may | require. detail. 

Relevant Information that is not needed for a decision should be omitted, no Aemnatier how ‘interesting’ 
it t may be. 

Mitotes The source of the information should be ¢ a reliable one (not, for instance, ‘Joe Bloggs’ 
Predictions Page’ on the internet unless Joe Bloggs is known to be a reliable source for that 
_type of information). 

Timely — The information should be available when it is needed. 

Easy to use “Information should be clearly presented, not excessively long, and sent using the right | 
medium and communication channel (e-mail, telephone, hard- -copy report etc). 

a Interactive question 1: Good information [Difficulty level: Exam standard] 


; Ce) Managers often complain that they are weighed down by information which they struggle to make sense of and 
to use. Which of the ACCURATE qualities of good information are most often ignored in information given to 
managers? 


See Answer at the end of this chapter. 
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What makes information valuable? 


° Its source 


If external information comes from a source that is widely known and respected for quality, thoroughness 
and accuracy (Reuters, say, or the BBC) it will be more valuable to users than information from an 
unknown or untested source, because it can be relied upon’ with confidence. 
If an internal source is Known to be accurate, efficient and reliable, the information it produces will be more 
valuable to its users. 


° Ease of assimilation 


Information can be presented using not only words and figures but also colour, graphics, sound and 
movement. This makes the receipt of information a richer and so more valuable experience, and it means 
that information can be more easily, and more quickly, understood. 


e Accessibility 


If information can be made available in an easily accessible place (such as the internet) users do not 
have to commit too much time and effort to retrieving it. 


e Relevance 


Unlike certain commodities the value of information in general is not based on scarcity: indeed the most 
frequent complaint of many modern managers is that there is far too much of it. Instead the value of 
information is in the eyes of the beholder to some extent: information about a new type of plastic may be 
of keen interest and value to a car manufacturer because it is relevant — but of no value whatsoever to a 
software house. 


Assessing the cost and value of information 


Information which is obtained but not used has no actual value to the person that obtains it. It is only the 
action taken as a result of a decision based on information which has actual value for a business. An item of 
information which leads to an actual increase in profit of CU90 is not worth having if it cost CU100 to collect. 
Whether it is worthwhile having more information therefore depends on: 


e The extra benefits expected from getting it, and 
e The extra costs of obtaining it 


its value can be measured in terms of the difference it would make to management decisions if the information 
were made available. 


As we shall see shortly, a management information system (MIS) is used to produce a wide variety of 
information so the cost of an individual item of information is not always easy to quantify. 
Interactive question 2: Information cost [Difficulty level: Intermediate] 


A manager uses particular enquiry software to enquire into her company’s MIS. What is the cost of this 
enquiry? 


See Answer at the end of this chapter. 


Just as the costs of an item of information are harder to assess than might appear superficially, so too the 
benefits are often hard to quantify. While nobody doubts that information is valuable, it is not always easy to 
construct an economic assessment of this value. 


e A monthly variance analysis report will only generate economically consequential decisions if there is 
some control failure leading to variances, but control failures are not easy to predict. 


e The economic consequences of a decision are also not always easy to predict. 
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4.2 


Sources of data and information 


What are data and information? 


These two terms are often used interchangeably and it is useful at this point to make sure you are clear about 
the distinction between them. 


Definitions 


Data (plural; singular is ‘datum’): Distinct pieces of information, which can exist in a variety of forms — as 
numbers or text on pieces of paper, as bits or bytes stored in electronic memory, or as facts stored in a 
person’s mind. 


Information: The output of whatever system is used to process data. This may be a computer system, turning 
single pieces of data into a report, for instance. 


Database: a structured collection of records or data that is stored in a computer system along with rules as to 
the information that will be sought from it, so that queries may be answered by interrogating the database. 


Internal data sources 
Capturing data/information from inside the organisation involves the following. 


e¢ Asystem for collecting or measuring transactions data — for example sales, purchases, inventory etc — 
which sets out procedures for what data is collected, how frequently, by whom, and by what methods, 
and how it is processed, filed or communicated. 


¢ — Informal communication of information between managers and staff (for example, by word-of-mouth or 
at meetings). : 


° Communication between managers. 
Inside the business, data/information come from the following internal sources. 


¢ The accounting records: sales ledgers, purchase ledgers, nominal ledgers and cash books etc hold 
information that may be of great value outside the finance function, for example, sales information for the 
marketing function. To maintain the integrity of its accounting records, a business operates controls over 
transactions. These also give rise to valuable information. An inventory control system, for example, will 
include details of purchase orders, goods received notes, goods returned notes and so on, which can be 
analysed to provide management information about speed of delivery, say, or the quality of supplies 


e Human resources and payroll records, holding information on people, their skills and aspirations, and 
soon 


° Machine logs and computer systems in production/operations containing information about machine 
capacity, fuel consumption, movement of people, materials, and work in progress, set up times, 
maintenance requirements and so on 


¢ Timesheets in service businesses, notably accountants and solicitors, containing data on the time 
spent on various activities, both to justify fees to clients and to assess the efficiency and profitability of 
operations 


e Staff. Information may be obtained either informally in the course of day-to-day business or through 
meetings, interviews or questionnaires 
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4.3 External data sources 
Capturing data information from outside the business may be formal or informal. 
Formal collection of data from outside sources includes the following. 


e A business’s tax specialists will gather information about changes in tax law and how this will affect the 
business 


e Obtaining information about any new legislation on health and safety at work, or employment regulations, 
must be the responsibility of a particular person who must then pass on the information to managers 
affected by it 


e Research and development (R&D) work often relies on information about other R&D work being done by 
another business or by government institutions 


° Marketing managers need to know about the opinions and buying attitudes of potential customers. To 
obtain this information, they carry out marketing research exercises 


Informal gathering of information from the environment goes on all the time, consciously or unconsciously, 
because the employees of an organisation learn what is going on in the world around them — perhaps from 
the internet, newspapers, television reports, meetings with business associates or the trade press. 


A business's files (paper and computerised) include information from external sources such as invoices, letters, 
e-mails, advertisements and so on received from customers and suppliers. Sometimes additional external 
information is required, requiring an active search outside the business. The following sources may be 
identified. 


The internet in general 

The government 

Advice or information bureaux, such as Reuters or Bloomberg 
Consultancies of all sorts 

Newspaper and magazine publishers 

Specific reference works which are used in a particular line of work 
Libraries and information services 

The systems of other businesses via electronic data interchange (EDI) 
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5.1 How is data/information processed? 


oa Definition 
information processing: Data once collected is converted into information for communicating more widely 
a within the business. 
To be effective, information processing should meet the following CATIVA criteria: 
“Completeness Everything that needs to be processed should be processed. 
Accuracy Processing should be done so that the data remains true to its SOUrces, and the information 
_ produced contains OTS eae aa iat tare a ne eee 
Timeliness Processing should occur in line with data ‘availability and information needs, which 1 means 
real time (instantaneously) i in many cases. 
Inalterability The process should be open to neither anaatiorised: intervention whilst in action nor 
alteration once completed (this aids accuracy and security). 
Verifiability The sources of the data and the trail from data through processing to information should be 
capable of being followed through. © 
Assessability The effectiveness of the processing should be open to cert so that its quality can be 
judged. 
5.2 Information systems 
Just as materials and labour are processed into outputs by the business's production or operations system, so 
are data processed into information by the business's information systems. 
a Definitions 
A system: A set of interacting components that operate together to accomplish a purpose. 


A business system: A collection of people, machines and methods organised to accomplish a set of specific 
functions. 


Information systems (IS): All systems and procedures involved in the collection, storage, production and 
distribution of information. 


Information technology (IT): The equipment used to capture, store, transmit or present information. IT 
provides a large part of the information systems infrastructure. 


Information management: The approach that a business takes towards the management of its information 
including planning 1S/IT developments, the organisational environment of IS, control and technology. 


A system has three component parts: inputs, processes and outputs. Other key characteristics of a system 
are the environment and the system boundary — as shown in Figure 6.1. 


System boundary 


Environment Environment 


INP UT (data) PROCESSING OUTPUT (information) 


Figure 6.1 Information system 


Introduction to financial information fist 


¢ The data input may be output from other systems: for example, the output from a transactions 
processing system forms the input for a management information system (as we shall see) 


e Processing transforms input data into output information. There is not necessarily a clear relationship 
between the number of inputs to a process and the number of outputs 


e Output information is the result of the processing 


¢ A system boundary separates the information system from its environment. For example, the marketing 
information system and the accounting information system are generally separate, but there may be an 
interface between the two systems to allow the exchange of resources. There may also be interfaces 
between internal and external information systems, for instance between a processing system and the 
sales system of its major suppliers 


e — Anything which is outside the system boundary belongs to the system’s environment and not to the 
system itself. A system accepts inputs from the environment and provides outputs into the 
environment. The parts of the environment from which the system receives inputs may not be the same as 
those to which it delivers outputs. The environment exerts a considerable influence on the behaviour of a 
system; but the system can do little to control the behaviour of the environment 


In relation to financial information, the two information processing systems in which we are most interested are: 


e — The transaction processing system, and 
¢ The management information system 


5.3 The transaction processing system (TPS) 


Definition 


Transaction processing system (TPS): A system which performs, records and processes routine 
transactions. 


eee 


A TPS is used for routine tasks in which data items or transactions must be processed so that operations can 
continue. A TPS supports most business functions in most types of businesses. 


Transaction processing systems 


Sales/marketing Manufacturing/ Finance/ Human resources 
system production system accounting system system 
Major functions of + Sales management e Scheduling e Budgeting e Personnel 
system ¢ Marketing research =» “Purchasing e Nominal ledger records 
e Promotion pricing ¢ Shipping/ ¢ Invoicing ¢ Benefits 
e New products receiving e Management * Salaries 
e Engineering accounting e Labour 
¢ Operations relations 
e Training 
Major parts of e Sales ordersystem ¢ Materials ¢ Nominalledger ¢ Payroll 
systems e Marketing research resource e Accounts e Employee 
system planning receivable records 
© Pricing system e Purchase order payable ° Employee 
control e Budgeting benefits 
e Engineering e Treasury e Career path 
e Quality contro! management systems 
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5.5 


The management information system (MIS) 


Definition 


Management information system (MIS): Converts data from mainly internal sources into information (eg 
summary reports, exception reports). This information enables managers to make timely and effective 
decisions for planning, directing and controlling the activities for which they are responsible. 


An MIS provides regular reports and (usually) on-line access to the business’s current and historical 
performance. The MIS transforms data from underlying TPS into summarised files that are used as the basis 
for management reports. It: 


e Supports structured decisions at operational and management control levels 
e Is designed to report on existing operations 

° Has little analytical capability 

e {s relatively inflexible 

e __ Has an internal focus 


Information management systems 


There is a wide range of systems available to support a business’s information management. 


Definitions 


Executive support system (ESS) or Executive information system (EIS): a sophisticated database that 
pools data from internal and external sources and makes information available to senior managers in an easy- 
to-use form. ESS help senior managers make strategic, unstructured decisions 


Decision support system (DSS): combines data and analytical models or data analysis tools to support semi- 
structured and unstructured decision making. 


Expert system: captures human expertise in a limited domain of knowledge to allow users to benefit from 
expert knowledge and information. The system will consist of a database holding specialised data and rules 
about what to do in, or how to interpret, a given set of circumstances. 


Knowledge work systems (KWS): facilitate the creation and integration of new knowledge into an 
organisation. 


Office automation systems (OAS): systems that increase the productivity of data and information workers. 


Worked example: Information management systems for the medical profession 


Executive support The general managers of hospitals will have information on bed usage, costs of 
systems (ESS) procedures, the demographics of the hospital catchment area, the priorities of 
government, the care provided nearby and the potential for epidemics or other 
issues. They will use this to set priorities and decide the levels of provision for the 


Management information Managers exist at many levels such as practices, wards, clinics, procurement 
systems (MIS) divisions etc. They will use information on demand and resource availability, 
costs and revenues etc to ensure care is given within budget. 


Decision support Clinical staff may use systems such as scans, blood test data, information on the 

systems (DSS) patient’s history and information on drug doses and effects to decide how to treat 
the patient. 

Expert systems Some telephone ‘triage’ services to gather information from the caller about the 


symptoms using a structured set of questions. The system will infer potential 
causes and will generate further questions leading to a preliminary diagnosis and 
decision on a course of action, such as calling paramedics, recommending pain 
killers, etc. 
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Transaction processing The pharmacy will order and dispense inventory through its TPS. 
systems (TPS) 


Knowledge work Clinical staff will complete records and reports on office automated systems. 
systems (KWS) They may keep up to date with their areas with on-line journals. Some specialists 
use teleconferencing and image sharing workflow systems to discuss cases or to 
provide expert diagnoses to remote hospitals. 


Office automation The patient appointment system will be automated and all correspondence typed. 
systems (OAS) The hospital menus will be prepared in a graphics package as will occasional 
signage. 


Worked example: Expert system for loan applications 


Financial institutions use expert systems to process straightforward loan applications. The user enters certain 
key facts into the system such as the loan applicant's name and most recent addresses, their income and 
monthly outgoings, and details of other loans. The system will then: 


e Check the facts given against its database to see whether the applicant has a good credit record 
. Perform calculations to see whether the applicant can afford to repay the loan 


° Match up other criteria, such as whether the security offered for the loan or the purpose for which the 
loan is wanted is acceptable, and to what extent the loan applicant fits the lender's profile of a good risk 
(based on the lender’s previous experience) 


A decision is then suggested, based on the results of this processing. This is why it is often possible to get a 
loan or arrange insurance over the telephone, whereas in the past it would have been necessary to go and 
speak to a bank manager or send details to an actuary and then wait for him or her to come to a decision. 


Business applications of expert systems: 
e _ Legal or tax advice 


e Forecasting of economic or financial developments, or of market and customer behaviour 


e Surveillance, for example of the number of customers entering a supermarket, to decide what shelves 
need restocking and when more checkouts need to be opened, or of machines in a factory, to determine 
when they need maintenance 


e Diagnostic systems, to identify causes of problems, for example in production control in a factory, or in 
healthcare 


e Project management 


° Education and training, diagnosing a student’s or worker's weaknesses and providing or recommending 
extra instruction as appropriate 


Conditions when expert systems are most useful: 

e The problem is reasonably well-defined 

e The expert can define some rules by which the problem can be solved 

e — The problem cannot be solved by conventional transaction processing or data handling 


e The expert could be released to more difficult problems. Experts are often highly paid, meaning the 
value of even small time savings is likely to be significant 


e¢ _ The investment in an expert system is cost-justified 


Interactive question 3: Expert systems [Difficulty level: Intermediate] 


Explain why businesses use expert systems for decision-making tasks which humans are naturally better able 
to perform than computers. 


See Answer at the end of the chapter. 
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5.5.1 The internet 


Definitions 


Internet: a global network connecting millions of computers via telecoms links that allow them to send and 
receive information. It provides opportunities for a business to organise and automate tasks which would 
previously have required more costly interaction between the business and its contacts. 


World wide web: the multimedia element of the internet which provides facilities such as full-colour, graphics 
and sound. 


Websites: information points within the network created by members such as businesses for searchers to visit 
and benefit by the provision of information and/or by entering into a transaction. 
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5.5.2 Intranets and extranets 
Businesses are increasingly using intranets and extranets to disseminate information. 


e _ An intranet is like a mini version of the internet. People in the business use networked computers to 
access information held on a server. The user interface is a browser similar to those used on the internet. 
The intranet offers access to information on a wide variety of topics, and often includes access to the 
internet. 


e¢ An extranet is an intranet that is accessible to authorised outsiders, using a valid username and 
password. The username will have access rights attached that determine which parts of the extranet can 
be viewed. Extranets are becoming a very popular means for businesses within an alliance (joint venture 
etc) to exchange information. 


6 Information security 


Section overview A : 
* Information is a valuable commodity and therefor 


Risks to data include human error, techn 
tion: we 


ation security involves. preventi 
procedures and threat avo 


in system is only available 
Changes st 


6.1. Why is information security important? 


If you own something that you value — you look after it. Information is valuable and it deserves similar care. 


Definition 


Security (in information management): the protection of data from accidental or deliberate threats which 
might cause unauthorised modification, disclosure or destruction of data, and the protection of the 
information system from the degradation or non-availability of services (Lam: Security of computer based 
information systems). 
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The risks to data are as follows: 


Human error 


° Entering incorrect transactions 

. Failing to correct errors 

° Processing the wrong files 

« Technical error such as malfunctioning hardware or software 

e Natural disasters such as fire, flooding, explosion, impact, lightning - 
° Deliberate actions such as fraud 

° Commercial espionage 

° Malicious damage 

° Industrial action 


Many of these are the physical risks that we saw in Chapter 5; risk management and controls are key issues in 
ensuring the security of information systems. 


6.2 Ensuring the security of information 
Aspects of security include the following: 
e Prevention. It is in practice impossible to prevent all threats cost-effectively, but prevention is better than 
cure 


e Detection. Detection techniques are often combined with prevention techniques: a log can be maintained 
of unauthorised attempts to gain access to a computer system 


e Deterrence. As an example, computer misuse by personnel can be made grounds for disciplinary action 


e Recovery procedures. if the threat occurs, its consequences can be contained (for example, checkpoint 
programs) 


° Correction procedures. These ensure the vulnerability is dealt with (for example, by instituting stricter 
controls) 


e Threat avoidance. This might mean changing the design of the system 


6.2.1 Qualities of a secure information system: ACIANA 


Availability Information can always be accessed. 

Confidentiality Information cannot be accessed by anyone who does not have the right to see it, - 

Integrity Data is the same as in its sources and has not been accidentally or deliberately reduced, 
altered, destroyed or disclosed. 

Authenticity Data and information are taken from bona fide sources. — _ 

Non-repudiation Information is not open to being rejected by its intended users on the grounds of faults in’ in 
the system. 

Authorisation Changes i in the system can only be ‘made by persons who are accountable for them. 


6.2.2 Physical access controls 
e Personnel, including receptionists and, outside working hours, security guards can help control human 
access 


. Door locks can be used where frequency of use is low. (This is not practicable if the door is in frequent 
use.) 


° Locks can be combined with: 
—  Akeypad system, requiring a code to be entered 
- Acard entry system, requiring a card to be ‘swiped’ 
° Intruder alarms 
e Laptops, tablets, smartphones and other devices with access to the system should be kept secure 


e Staff should be allocated an individual personal identification number, or PIN, which identifies him or 
her to the building 
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6.2.3. Security controls in the system 
These help to prevent: 


° Human error 


— Entering incorrect transactions 
-— Failing to correct errors 
— Processing the wrong files 


e Technical error such as malfunctioning hardware or software 
e Deliberate actions such as fraud 
e Commercial espionage 


° Malicious damage 


6.2.4 Integrity controls in the system 
Data will maintain its integrity if it is complete and not corrupted. 


e The original input of the data must be controlled in such a way as to ensure that the results are complete 
and correct. Input controls should ensure the accuracy, completeness and validity of input 


— Data verification involves ensuring data entered matches source documents 


— Data validation involves ensuring that data entered is not incomplete or unreasonable. Various 
checks include: 


° Check digits. A digit calculated by the program and added to the code being checked to 
validate it 


e Control totals. For example, a batch total totalling the entries in the batch 


e Hash totals. A system generated total used to check processing has been performed as 
intended 


e Range checks. Used to check the value entered against a sensible range, eg ledger account 
number must be between 5,000 and 9,999 


e Limit checks. Similar to a range check, but usually based on an upper limit, eg must be less 
than 999,999.99 


e Any processing and storage of data must maintain the completeness and correctness of the data 
captured. Processing controls should ensure the accuracy and completeness of processing. 
Programs should be subject to development controls and to rigorous testing. Periodic running of test 
data is also recommended 


° Reports or other output should be set up so that they, too, are complete and correct. Output controls 
could include: 


— Investigation and follow-up of error reports and exception reports produced by the system 
— Batch controls to ensure all items are processed and returned 

- Controls over distribution/copying of output 

— Labelling of storage media 


The system should have a back-up and archive strategy, including: 


° Regular back-up of data (at least daily) 
e ~—- Archive plans 
¢ Adisaster recovery plan including off-site storage 


Users of the system should be given a password. While unauthorised persons may circumvent physical 
access controls, a logical access system can use passwords to prevent access to data and program files, by 
measures such as: 


e Identification of the user 
e Authentication of user identity 
e Checks on user authority 
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Personnel selection is important. Key people with access to the system should be carefully recruited. There 
should also be: 


e Job rotation and enforced vacations 
e Systems logs 
e Review and supervision 


For other staff, segregation of duties is a core security requirement. This involves division of responsibilities 
into separate roles: 

e Data capture and data entry 

° Computer operations 

e Systems analysis and programming 


Finally, there should be an adequate audit trail, so there is some means of identifying individual records and 
the input and output documents associated with the processing of any individual transaction. 


7 Users of financial information and their information needs 
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7.1. What is financial information used for? 


The Conceptual Framework for Financial Reporting (also known as the /FRS Framework), published by the 
International Accounting Standards Board (IASB) in September 2010, is focused on published financial 
statements in particular rather than financial information in general, but it usefully points out that nearly all users 
use financial information to make decisions, such as those to: 

e Decide when to buy, hold or sell an equity investment or a debt instrument 


° Decide whether to replace or reappoint the business’s managers by assessing the stewardship or 
accountability of management 


e Decide whether there is sufficient security to advance a loan to the business 
° Decide on the ability of the entity to pay and provide other benefits to its employees 
° Determine distributable profits and dividends 


7.2 Who uses financial information? 


The /FRS Framework identifies the following primary users of financial information and their specific information 


needs. 

Primary users Need financial information-to: 

Present and potential investors ° Make decisions about buying, selling or holding equity, therefore 
(shareholders) need information on: 


— Risk and return of investment 
ae Ability of company to pay. dividends 


Lenders and other payables ° Make decisions about buying, selling or holding debt instruments 
and providing or settling loans or other forms of credit 


e Assess whether loans will be repaid, and related interest will be 
paid, when due 
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Other users and their financial information needs are as follows: 


Other users a Need financial information to: 


Employees e __ Assess their employer's stability and profitability 


e Assess their employer's ability to provide remuneration, 
_ employment Opportunities and retirement and. other benefits 


"Customers ° Assess whether business will continue in existence — inpentant 
where customers have a long-term involvement with, or are 
dependent on, the business, eg where they are supply chain 


partners - 
~ Suppliers and other business e __ Assess the likelihood. of balng paid when ‘age 
partners oe; 
Governments: and its agencies, e Assess allocation of resources and, therefore, activities of 
including regulators businesses 
e ___ Assist in regulating activities 
e __ Assess taxation income 
e Provide a basis for national statistics 
e __ Help direct policy on, for instance, health and safety and equal 
opportunities issues 
The public and ‘community: e Assess trends and recent “devalonnionts in ane “business's s 
representatives prosperity and its activities — important where the business 


makes a substantial contribution to a local economy, eg by 
providing employment and using local suppliers 


When is financial information useful? 
Financial information is useful to users when it: 


e Helps them to make decisions, and 
e — Shows the results of management’s stewardship of the resources entrusted to them 


For financial information to meet these two objectives it must be prepared on the basis of two underlying 
assumptions: 


e The accrual basis of accounting: the effects of transactions and other events are recognised when they 
occur (not as they are realised in cash), and they are recorded and reported in the financial statements of 
the periods to which they relate 


e The business is a going concern and will continue in operation for the foreseeable future 


Information for making decisions and making managers accountable 
When users make decisions they need financial information to evaluate: 
e The ability of a business to generate cash so as to 


— Pay employees and suppliers 
— Meet interest payments 

-— Repay loans and 

~ Pay dividends 


e The timing and certainty of cash flows 
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7.4.1 


7.4.2 


7.4.3 


7.5 


The economic resources it controls The business’s ability to generate cash in the future 


Its liquidity 


Its solvency 


The IFRS Framework points out that primary users therefore need information about the entity's ‘economic 
phenomena’: , 


e the resources of the entity, 
e claims against the entity, and 
e the effects of transactions and other events and conditions that change those resources and claims 


Information on these phenomena also helps the user to evaluate how efficiently and effectively the entity’s 
management and governing board have discharged their responsibilities to use the entity's resources. 


In order to evaluate whether the business can generate sufficient cash on time the user needs information on 
the business’s: 


e Financial position (its statement of financial position) 
e Financial performance (its income statement) and 
e Changes in financial position (its statement of cash flows) 


These are contained in the business’s financial statements. 


Information on financial position 


Factors affecting the business’s 
financial position: 


Information on this factor is useful for predicting: 


Its financial structure e Future borrowing needs 
e How future profits and cash flows will be distributed among 
stakeholders 


8 The business's likely success in raising new equity 


Whether cash will be available in the near future after taking account 


commitments as they fall due 


Its adaptability 


Its capacity to adapt to changes in the environment in which it operates 
Information on financial performance 


information on the business's profitability, especially variability in profits over time, helps the user to predict or 
assess: 


° Potential changes in the economic resources the business is likely to control in the future 
e The business’s capacity to generate cash flows from its existing resource base 
° How effectively the business might employ additional resources 


Information on changes in financial position 


Information on the business’s past cash flows helps the user to predict or assess its investing, financing and 
operating activities during the reporting period. This helps the user to assess: 


e How able the business is at generating cash 
° How well the business uses cash that it has generated 


Qualitative characteristics of financial statements 


The /FRS Framework states that if financial information is to be useful, it must be relevant and faithfully 
represent what it purports to represent. it also states that the usefulness of financial information is enhanced if 
it is comparable, verifiable, timely and understandable. 
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a Definitions 


LL Fundamental qualitative characteristics: The attributes that are fundamental in making information provided 
: in financial statements useful to users (IFRS Framework): 


e Relevance 
e Faithful representation 


Enhancing qualitative characteristics: The attributes that enhance the fundamental usefulness of 
information provided in financial statements to users (IFRS Framework): 


e  Understandability 
e Comparability 

e ——- Verrifiability 

e Timeliness 


7.5.1. Fundamental qualitative characteristic: relevance 


The IFRS Framework states that relevant financial information is capable of making a difference in the 
decisions made by users if it has predictive value, confirmatory value or both. 


e It has predictive value if it can be used as an input to processes employed by users to predict future 
outcomes. Financial information need not be a prediction or forecast to have predictive value, as it can be 
in some other form and be employed by users in making their own predictions. 


® It has confirmatory value if it provides feedback about (confirms or changes) previous evaluations 
In other words, information is relevant to users when it influences their decisions because they can thereby: 


e Evaluate past, present or future events, or 
e Correct or confirm past evaluations 


Relevance is affected by: 


e The nature of certain items: some pieces of information are highly relevant whatever their monetary value, 
such as the acquisition of a new business with significantly increased risks 


e The materiality of certain items. The /FRS Framework states that materiality is an entity-specific aspect of 
relevance based on the nature or magnitude, or both, of the items to which the information relates in the 
context of an individual entity's financial report. In other words, a piece of information is material if omitting 
it or misstating it could influence decisions that users make on the basis of financial information about a 
specific reporting entity. 


7.5.2 Fundamental qualitative characteristic: faithful representation 


To be useful, financial information must faithfully represent the entity's economic phenomena (as defined in 
the /FRS Framework) in words and numbers. To be a faithful representation it must therefore be: 


e complete, including all necessary descriptions and explanations 
° neutral (ie without bias in the selection or presentation of information) and 
e free from error (with no errors or omissions in the description of the phenomena, and with no errors in 
the process used to produce the reported information) 
7.5.3 Enhancing qualitative characteristic: understandability 


Information should be clear and concise if it is to be readily understandable. Users are assumed to have a 
reasonable knowledge of economic and business affairs and to be willing to be reasonably diligent in the way 
they study financial information. Relevant information should not be excluded from financial statements merely 
because it is hard to understand. 
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7.5.4 


7.5.5 


7.5.6 


7.6 


8.1 


8.2 


Enhancing qualitative characteristic: comparability 


Measurement and display of the financial effect of like transactions and other events must be carried out in a 
consistent way: 


e Throughout the business 
° Over time 
° Across different businesses 


Enhancing qualitative characteristic: verifiability 


The IFRS Framework states that verifiability means different knowledgeable and independent observers could 
reach consensus, although not necessarily complete agreement, that a particular depiction is a faithful 
representation using either direct or indirect methods. Information about the future cannot be verified as such, 
but a statement of underlying assumptions about any such information will help verifiability. 


Enhancing qualitative characteristic: timeliness 


The /FRS Framework states that timeliness means having information available to decision-makers in time to 
be capable of influencing their decisions. Generally, the older the information is the less useful it is. However, 
some information may continue to be timely long after the end of a reporting period because, for example, 
some users may need to identify and assess trends. 


The cost constraint on useful financial reporting 


The IFRS Framework acknowledges that there is a cost constraint on the financial information that can be 
provided. The benefits derived from information for all users should justify the cost of providing it. 


Limitations of financial information in meeting users’ needs 


of limited usefulness because its presentation is conventionalised, q 
ward- ae and it omits non-financial information. : § 


The /FRS Framework acknowledges that, as far as they go, general purpose financial statements are of most 
use to investors, lenders and other payables. Their use for other interested parties, especially regulators, may 
be more limited. In fact the usefulness of financial information is limited in general by a number of factors. 


Conventionalised representation 


Financial information, particularly financial statements, are usually highly standardised in terms of their overall 
format and presentation although businesses are very diverse in their nature. This may limit the usefulness of 
the information. 


Financial statements are highly aggregated in that information on a great many transactions and balances is 
combined into a few figures in the financial statements, which can often make it difficult for the reader to 
evaluate the components of the business. 


Backward-looking 


Financial statements cover a period that has already ended; they are inherently historical and backward- 
looking, whereas most users of financial information base their decisions on expectations about the future. 
Financial statements contribute towards this by helping to identify trends and by confirming the accuracy of 
previous expectations, but they cannot realistically provide the complete information set required for all 
decisions by all users. 
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Omission of non-financial information 
By their nature, financial statements contain information that is financial, not non-financial such as: 


° Narrative description of major operations 

e Discussion of business risks and opportunities 

° Narrative analysis of the business’s performance and prospects 

° Management policies and how the business is governed and controlled 


Instead these are normally covered in the Chairman’s Statement and the Directors’ Report, published 
alongside the financial statements. 


Other sources of information 
There are other sources of information available to at least some users of the basic financial statements. 


e — In owner-managed businesses, the owners have access to internal management information because 
they are the management. This information is, potentially, available on a continuous real-time basis and 
will include: 


— Future plans for the business 
— Budgets or forecasts 
- Management accounts, including, for example, divisional analysis 


e Banks will often gain additional access to business information under the terms of loan agreements 


e Potential investors, if they are planning to take a major stake or even a controlling interest, will negotiate 
additional access to information 


° Suppliers may be able to obtain reports on the business’s credit standing via credit reference agencies 
such as Experian. These are also used by lenders 


¢ Some information, such as brochures and publicity material (eg press releases), is available to all 
e Brokers’ reports on major companies are available fairly widely 


e¢ Press reports and other media coverage (especially on the internet) is available to all. 


The effects of poor financial information 


_ Section overview | 


© Poor financial information undermines the integrity of financial markets and fails to serve the public interest. 


Financial information is poor if it does not: 


° Meet the needs of users 
e Display the qualitative characteristics set out above 


The effect of poor financial information is: 


e To undermine the integrity of financial markets and raise the cost of capital for the economy as a 
whole. 


e To fail to serve the public interest 


Both these areas are fundamental to the work of the professional accountant, which we shall cover in Chapter 
9 of this Study Manual, and also to the working of the financial system, which we shall look at in Chapters 8 
and 11. 
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Summary and Self-test 


Summary 


Qualitative characteristics 
Relevance 
Faithful representation 
Comparability Is it useful? 
Understandability 
Nerifiability 


Timeliness Financial statements with 
information on 


Limitations 
(Lack of) timeliness 
_ Cost/benefit 
Conventionalised 
Backward-looking 
Financial only 


— Financial position 
— Financial performance. Effects of poor financial 
— Changes in financial position information 


— Undermine integrity of 
financial markets 


needed? — Fail to serve the public 


intere 
Needs of users penest 


— To make decisions 
— To hold management to account 
— To predict cash flows 


Value: 

Underlying assumptions Qualities of good Source 
~ Accrual basis Foi ekcharial tee information: ° Assimiliation 
3 ACCURATE Accessibility 


— Going concern 
Relevance 


Financial information 


Information processing 


and management For internal use 


Sources of data Information Uses Types 

— Internal security ; Recording transactions — Planning 

— External Prevention Planning/controlling — Operational 
Detection Measuring performance — Tactical 
Deterrence Making decisions — Strategic 
Recovery 


Information processing 
Correction 


— Input > Processing > Output 
— Qualities: CATIVA Avoid threats 
— TPS 


Information management Types of control 
MIS Qualities of 
ESS/EIS secure systems: 


ACIANA =] Security 
DSS Integrity 


Expert systems 

KWS 

OAS 
Internet/intranet/extranet 


| Business and Finance 


— Physical access 


Self-test 


Answer the following questions. 


1 Womble plic’s managers are quick to address immediate problems as they arise in operations on the basis 
of financial information they receive. The company’s trial balance always agrees. Monthly variance reports 
however consistently show that the operation is failing to meet its targets. It would appear that Womble 
plc’s financial information fails to provide managers information for 


A _ Decision making 

B Recording transactions 
C Planning and control 

D Measuring performance 


2 lan has to make a decision about whether to allow overtime tonight to Gonzalez, a customer service 
adviser, but he is unsure whether this extra time is needed between 7pm and 9pm on a Wednesday. The 
type of information he needs to answer this query is 


A Planning 

B Operational 
C Tactical 

D Strategic 


3 Ralph has presented some information on how to measure performance to a panel of managers at Jab 
plc. He found this information on the internet the previous evening as a PowerPoint file and has presented 
it to the panel unedited. Within five minutes they found it to be highly informative and targeted at the 
issues they are concerned with. The drawback to the information as presented by Ralph is that it fails to 
meet the ACCURATE criteria for good information of 


A __ Being cost beneficial 
B_ Being relevant 

C Being easy to use 

D Being authoritative 


4 Which of the following statements about the value of information is true? 


A _ Itis always a measure of its scarcity 
B It is subjective 

C It is undermined if it is too accessible 
D It is independent of its source 


5 Pap plc makes a single product with five operatives working five machines in a 35 hour week, for which 
they are paid CU7.50 per hour. National insurance etc adds another CU150 to the weekly labour bill. Last 
week the gross cost of labour was CU1,950. In which internal source should the managers of Pap plc refer 
to identify why the bill was this size? 


A __ The payroll 

B The ledger accounts 
C The machine logs 

D The workers 


6 Which of the following is the CATIVA definition of verifiability of information processing? 


A __ The data remains true to its sources and contains no errors 

B_ The process is not open to unauthorised intervention or amendment 

C The effectiveness of processing is open to scrutiny so that its quality can be judged 
D The trail from data through processing to output information can be followed through 


7 Hob ple needs to ensure that the prices it sets for the services of its consultants are rigorously and 
accurately prepared. To effect this, it needs a pricing system as part of its 


Financial accounting system 
Operations system 
Marketing system 

Human resources system 
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Cranfield, a highway engineer, inputs some data about the stage of completeness of the road-building 
project he is working on into his laptop each night, and by the morning the system has produced a report 
telling him which tasks will need completing that day and how many labourers will be required. This is an 
example of 


A Anexpert system 

B  Amanagement information system 
CA transaction processing system 

D A human resources system 


Data verification is a form of 


A Physical access control 
B Output control 

C Integrity control 

D = Security control 


Which of the following groups is not a primary user of a company’s financial statements? 


A The government 
B Shareholders 

C Potential investors 
D Lenders 


The fact that financial statements should be free from bias is a facet of which of the following qualitative 
characteristics of financial information? 


A Relevance 

B Faithful representation 
C Comparability 

D _Understandability 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Answer to Interactive question 1 


The most frequent problem encountered by managers is that the information is not targeted at the user, that is 
the information system has not been designed with users and their needs in mind. Information that is not 
actually relevant to the decisions they make is often included. Management information is frequently not easy 
to use, and it is late ie not timely. 


Answer to Interactive question 2 


The information already exists anyway, as it is used for a number of different purposes. It might be impossible 
to predict how often it will be used, and hence the economic benefits to be derived from it. 


The enquiry software and MIS which are used to process these requests have also been purchased, so its cost 
is largely fixed. The cost of each individual enquiry is effectively zero. 


Answer to Interactive question 3 


The primary reason has to do with the relative costs. A ‘human’ expert is likely to be more expensive either to 
employ or to use on a consultancy basis. 


Secondly, enshrining an expert’s accumulated wisdom in a computer system means that this wisdom can be 
accessed by more people. The delivery of complicated services to customers, and decisions whether or not to 
extend credit and so forth, can be made by less experienced members of staff. If a manufacturing company has 
a complicated mixture of plant and machinery, then the repair engineer may accumulate a lot of knowledge 
over a period of time about the way it behaves: if a problem occurs the engineer will be able to make a 
reasoned guess as to where the likely cause is to be found. If this accumulated expert information is made 
available to less experienced staff, it means that some of the learning curve is avoided. 


An expert system is advantageous because it saves time, like all computer systems (in theory at least) but it is 
particularly useful as it possesses both knowledge and limited reasoning ability. 
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Answers to Self-test 


1 C_ The trial balance balancing suggests that the TPS is effective, and managers can make well- 
informed decisions when they have to. The company knows it is missing targets so it is measuring 
performance, so its failures must be due to lack of information to plan and then control operations 


2 8B _ By its short-term nature the information could not be planning or strategic; the fact that this is a day- 
to-day issue means it is not tactical 


3D Clearly the users have found the information easy to use and relevant, and the fact that Ralph spent 
very little time in generating it makes it cost-beneficial 


4 8B _ The value of information is in the eye of the beholder, ie there is no objective valuation of it. It is not 
always valued in terms of its scarcity (A) as even information that is available to all can be very 
valuable. Information is undermined if it is not accessible enough (C), and its value is very much 
dependent on its source (D) 


5 A _ The first place to look is the payroll, which will show whether the variance comes from the pay rate, 
the number of workers paid, or the national insurance etc. The other sources will provide further 
information to back up the evidence in the payroll 


A describes accuracy; B describes inalterability; C describes assessability 
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CHAPTER 7 


The business’s finance 


function 


Introduction 


Examination context 


Topic List 


1 


ab WN 


6 


What does the finance function do? 
The structure of the finance function 
Managing the finance function 
Providing information for management 
Measuring performance 

Establishing financial control processes 


Summary and Self-test 
Answers to Self-test 


Introduction 


Learning objectives Tick off 
e Specify the extent to which financial information: 


— Provides for accountability of management to shareholders and other stakeholders 
— Reflects business performance 


— Is useful to users in making decisions 


— Meets the information needs of national, social and economic contexts (eg national statistical 
information) 


e Specify how accounting and finance functions support businesses in pursuit of their objectives 


° Specify how a strategic plan is converted into fully integrated business and operational plans 


e identify the main considerations in establishing and maintaining accounting and financial reporting 
functions and financial control processes 


e Specify why the management of a business require information about performance measurement 
including non-routine areas such as in supporting an entity's sustainability management 


e Identify the accountant’s role in preparing and presenting information for the management of a 
business 


Aa i ent a dF i 


Specific syllabus references are: 1g; 3a, b, ¢, e, f. 


Syllabus links 


The topic of what the finance function does and how and why it does it are developed as well in Accounting, 
Assurance and Management Information at Certificate level, in Financia! Accounting and Reporting and 
Financial Management at Professional level, and in the Advanced level. 


Examination context 
Questions on the finance function could easily appear in the exam. 


Questions are likely to be set in multiple choice format and in a scenario context. Knowledge-type questions 
are also likely, set on particular principles or definitions. 
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1.1 


What does the finance function do? 


‘The finance functi 
measure performance 
its activities... he 


In Chapter 2 we saw that the four main functions of a business are marketing, operations/production, human 
resources and finance. This reflects the model of the business as taking three basic types of resource — 
materials, labour and money — to produce goods and services which generate profit. it is a major part of the 
finance function’s role to look after the business’s money. 


The tasks of the finance function 


The finance function is involved in four specific, but often interrelated, tasks. 


Definitions 


Recording financial transactions: Ensuring that the business has an accurate record of its revenue, 
expenses, assets, liabilities and capital. 


Management accounting: Providing information to assist managers and other internal users in their decision- 
making, performance measurement, planning and control activities. 


Financial reporting: Providing information about a business to external users that is useful to them in making 
decisions and for assessing the stewardship of the business’s management. 


Treasury management: Managing the funds of a business, namely cash and other working capital items, plus 
long-term investments, short-term and long-term debt, and equity finance. 


The separate parts of the finance function carry out the following tasks: 


° Recording financial transactions: 


Recording financial transactions (credit sales, credit purchases, and cash receipts and payments) in 
the books of original entry 


Entering summaries of transactions in the permanent records (nominal, receivables and payables 
ledgers) from the books of original entry 


Ensuring that resources are properly controlled (stewardship) 


e Management accounting: 


Preparing financial information for internal users (internal reporting for planning and control to those 
charged with management and with governance) 


Identifying or determining the unit cost of the goods and/or services produced by the business, 
including classification into fixed and variable costs, or direct and indirect costs (cost accounting) 


Planning ahead by preparing forecasts and budgets 


Assisting management decision-making (cost-volume-profit (CVP) analysis, including breakeven and 
limiting factor analysis) 


Preparing performance measures and identifying reasons for good and bad performance, including 
variance analysis 


Analysing capital investment decisions 
Determining sales and transfer prices 
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e __ Financial reporting: 


— Preparing financial information including financial statements for external users (external reporting) to 
enhance good corporate governance (see Chapters 11 and 12) 


- Tax reporting to Commissioner of Taxes 
- Regulatory reporting 


e Treasury management: 


-— Preparing and monitoring cash budgets 
- Managing surpluses and deficits in cash balances 


- Managing working capital from day to day so as to optimise cash flow, including inventory, 
receivables and payables management 


- Analysing short-term and long-term financing decisions 

— Managing investments 

- Managing foreign exchange 

- Managing financial risk 

-— Raising long-term finance (debt and equity) (see Chapter 8) 


How does the finance function support the pursuit of business objectives? 


Although this a question which can produce a huge variety of answers depending on the business's situation, in 
general the finance function supports the business in achieving its objectives by: 


e Undertaking transaction processing and ensuring there are sufficient financial control processes in 
the system 


e Providing information to support decisions and measure performance (financial reporting and 
management accounting) 


e — Ensuring there is finance and cash available for the business's activities (treasury management) 


The structure of the finance function 


How the finance function is organised depends on the size of the business and its overall organisational structure. 
In many businesses, even very large ones, some if not all of the finance function’s tasks are centralised. This is 
particularly helpful with respect to overall management of cash and to external reporting, but it is not so helpful 
with respect to making sure that local operational managers get all the information and support they need (internal 
reporting). Total centralisation is even more problematic when the business operates in global markets, where 
exchange rates and time differences make the structure unwieldy. 


A typical finance function which performs all the tasks set out above would be structured as in Figure 7.1. Note 
that the data and information provided by those responsible for recording financial transactions feed into each 
of the other three sections. 


Against some items we have noted where you will encounter detailed coverage elsewhere in the ICAB 
syllabus. We refer to: 


ACC Accounting; Financial Accounting and Reporting 


MI Management Information 
FM Financial Management 
TAX Principles of Taxation; Tax Compliance 
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- Section: overview - 


In this chapter we provide an overview of the work of the finance function and how it supports achievement of 


the business’s objectives. 


Recording financial transactions (ACC): 
— Books of original entry 
— Ledgers 


a, — a} 

Management accounting (MI): | Treasury management (FM/M)): Financial reporting: 
— Cost accounting — Cash budgets - Financial statements (ACC); see : 
— Budgeting — Long-term finance decisions also Chapter 6 C 
— Management decision-making — Managing financial risk — Tax (TAX) H 
- Performance measurement — Raising investment finance - Provision of ey A 
- Capital budgeting and decision — Management of cash, including pedis ie ators ( ); see also P 
making foreign exchange P T 
— Pricing — Management of working capital E 
| R 

elas = ee 
Internal reporting External reporting | 


Figure 7.1: The finance function 


aes the nance’ function 


be. ectvely orgenised a and 


As with any other of the business unctions, the fi nance function A 
ted, with its parfernianiee property anned and controlled: iP 


The optimum structure for any saitiéuler business’s finance function will be affected by all the factors 
considered in Chapter 3, in particular: 


e its business structure (sole proprietor, partnership, company) 


° its organisational structure, size and geographical dispersion, including the degree of centralisation 
required 


e its markets 
e its history and ownership 
e its culture (human relations, open systems, internal process or rational goal) 


Within the finance function its managers are responsible for ensuring that the function is properly managed and 
achieves its objectives. The way in which they do this is to perform the tasks of management that we saw in 
Chapter 2. 


Planning and control 
The overall direction of the finance function’s work needs to be planned and controlled, including: 


° Forecasting what is needed (the processing that needs to be done, and the reports and finance that need 
to be available) 


e Evaluating available resources, such as qualified staff and robust information systems 

° Developing objectives, plans and targets 

. implementing the plan and measuring performance 

° Using feedback from measuring performance to make necessary amendments to the plan 
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3.2 Organising and leading 


Time and effort in the finance function need to be organised so that its objectives and targets are met, 
including: 


e Defining what processes, technology and people are required 
e — Allocating and co-ordinating work 
e Generating effort and commitment in finance staff 


4 Providing information for management 


tion to assist managers with, 


5) pricing anaijsis. 


ions for sa foal investments, ‘managers need infc 


The managers of a business have to plan and control the resources used. To carry out this task effectively they 
must be provided with sufficiently accurate and detailed information to assist in: 


e — Establishing asset valuations (for example, for inventory) 
e Planning (for example, providing forecast revenues and costs at different activity levels) 
e Control (for example, providing actual and budgeted results for comparison purposes) 


¢ Decision-making (for example, providing information about actual unit costs for the period for making 
decisions about pricing) 


4.1 Costs for decision making 
One of the key roles of the information produced by accountants is to assist managers in decision making. 


A decision involving resources generally means deciding whether or not to incur some new costs, or raised 
levels of cost, in order to generate new or raised revenues. The accountant needs to be clear about the various 
ways in which we can look at costs so that information only on relevant costs is provided. 


e Costs that have yet to be incurred by the business are termed future costs. We can contrast them with 
the costs of resources that have already been acquired, or sunk costs. 


e Costs that may be saved by not adopting a particular course of action are termed avoidable costs. We 
can contrast these with unavoidable costs, which cannot be saved whether the particular course of 
action is taken or not. 


° In many decisions the issue is whether to increase output from the existing level. It is useful here to 
concentrate on the difference in total costs between the new and existing levels (the differential or 
incremental cost), rather than just on the total costs at the two levels of output. The idea of differential 
cost leads onto that of marginal cost, namely the additional cost of one extra unit of output. 


e A final cost to consider is the value of the best alternative course of action that is not chosen, or the 
opportunity cost of the resources. It is what best could have been done with those resources; it 
represents opportunities forgone. 
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Only future costs that will be changed by the decision made now are relevant costs for the decision- 
making process. Costs that will remain unchanged whatever decision is made are irrelevant costs for 
decision making. 


Management decisions fall into two categories according to whether they are about the allocation of 
resources in the short to medium term (normally taken to be less than one year), or about investment in the 
long term (normally taken to be after one or more years). We shall look at each of these in turn. 


Making resource decisions in the short to medium term 


When making resource allocation decisions for the next week, month or even year we can assume in simple 
terms that managers want to spend as little as possible to earn the most amount of revenue: they want to 
maximise revenue and minimise variable costs so that the contribution to fixed costs is as large as 
possible. 


What we have outlined here are the linked concepts of marginal costing and contribution. 


Definitions 


Marginal costing: Including only variable costs in unit cost when making decisions or valuing inventory (the 
marginal cost of a unit of inventory excludes fixed costs or its ‘share’ of overheads). 


Contribution: Unit selling price less marginal cost. 


Information on marginal cost and contribution are used to help answer many of the resource allocation 
questions that arise, such as: 


° How many units must we sell of a new product to cover the fixed costs we will incur? 
e — Which of two new products should we choose to go ahead with? 

If we reduce our selling price and sell more units, what will be the effect on profit? 
We've got increased fixed costs — how many additional units do we need to sell? 
Our variable costs are going up — what should we do? 

We have limited amounts of resource — what is the best use we can make of them? 


e 
e 
e 
e 


To help managers identify the answers to these questions the accountant provides information using a range of 
analytical techniques, with which you should be familiar from your Management Information studies: 


Analytical 
technique 


Comment . Output of the analysis 


Cost-volume-profit All the questions listed above relate to the Establishing what will happen if a specified 
(CVP) analysis relationship between changes in activity or level of activity fluctuates, based on the 
output (volume) and changes in total relationship between volume and sales 
revenue, cost (variable and fixed) and revenue, costs and profit in the short term 
therefore _ profit. Sales volume is (one year or less), when the output of the 
extremely difficult to forecast, while output business is restricted to what is available 
volume is usually dependent on sales but from its current operating capacity. 
needs to be planned. In the short term, 
some inputs can be increased, such as 
materials, but some — such as the capacity 
of machinery — cannot. It takes investment 
in the purchase of long-term assets to 
increase capacity. 

Breakeven analysis An application of CVP analysis that Establishing the breakeven point — the 
supports decisions as to whether to go level of production and sales at which, 
ahead with a new product, and on what after deducting both fixed and variable 
scale. costs from sales revenue, neither a profit 

nor a loss will occur. 
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Contribution 
analysis 


Limiting factor 


analysis 


This is a form of sensitivity analysis, 
which means that the business is aware of 
how sensitive its planned outcome is to 
changes in any of the variables (input 
prices or quantities, level of fixed costs) it 
has used in its calculations. 


Calculating what would happen if the 
amount of contribution per unit or total 
fixed costs changed 


This helps if the decision to be made 
involves a choice between, say, making 
either one product or another because the 
business has limited amounts of a certain 
factor of production, such as material or 
labour, available. 


Establishing how much contribution each 
product makes per unit of the limiting 
factor (or scarce resource), then 
choosing the product which makes the 
most contribution per unit of the 
limiting factor. 


A key decision that managers need to make is the price at which products or services are to be sold. The 
management accounting section of the finance function has great involvement in setting prices, especially in 
relation to costs and corporate objectives. The techniques listed here, and others, can help the accountant in 
providing information to managers who are making pricing decisions. 


We shall come back to pricing in Chapter 13 when we look at the economic theory behind demand, supply 


and price. 


4.3. Making investment decisions for the long term 


4.3.1 


The second category of management decision supported by the accountant is about investment in the long 
term, say to increase capacity following difficult decisions made in the short term because resources were 


limited. 


There are two basic issues at stake: 


e Does the business have enough long-term funds to make a long-term investment (capital budgeting)? 


e Is the long-term investment worthwhile (capital investment appraisal)? 


Capital budgeting 


The accountant can prepare a capital budget, setting out what funds will be available and how they will be used 
over a time period of, say, two years. 


Capital inflows will be funds from: 


e Retained earnings (annual net profits less dividends) 


° Share issues 


e New loans or debentures 
e Sales of non-current assets 


Capital outflows will be in respect of: 


° Purchases of non-current assets including investments 
° Repayment of loans 
° Redemption of debentures 


We shall look at raising finance in Chapter 8. 


4.3.2 Capital investment appraisal 
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If the business identifies a possible capital investment opportunity, the accountant needs to help evaluate or 
appraise the project to make a decision as to whether to go ahead with it. 


The techniques that are most often used are as follows: 


e Payback method: the business expects the capital outlay to be ‘paid back’ within a certain period of time 
so the accountant analyses the point in the future at which payback occurs. This favours investments 
which generate cash in the shorter term, so that there is less risk to the overall level of funding in the 


business. 
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4.5 


4.5.1 


e Accounting rate of return (ARR): the business expects the investment to make a minimum level of 
return over its lifetime, so using accounting principles the accountant makes this calculation. 


e Net present value (NPV) and internal rate of return (IRR): the business expects the investment to 
achieve a certain value or make a certain level of return over its life, taking into account the fact that cash 
flows will arise over time and these are affected by the ‘time value of money’ (that is the value of a cash 
flow at an identified time in the future is measured in terms of cash held now). In order to make these 
decisions the accountant needs to use discounted cash flow (DCF). This is a very important investment 
appraisal technique which you will see in a great deal more detail as you progress in your studies. 


A business which has as its primary objective the maximisation of shareholders’ wealth will choose investments 
which maximise the present value of its future cash flows. 


Forecasting 
A key element of the work of the accountant is to look into the future to try to answer these two questions: 


« What is going to happen? Forecasts for the future are needed on the basis of known amounts, and 
estimates for areas of uncertainty 


¢ What are we planning to do? Budgets are needed to assist in planning and control 


Forecasting involves predicting what will happen in the future given what we already know about the present. 
It is particularly important regarding: 


e Sales volumes 

e Costs 

° Economic factors (interest and exchange rates) 

° Other environmental factors such as regulation, technological developments and taste 


Information from external sources is very important when forecasting. Various mathematical techniques can 
help to make forecasts more sophisticated and more reliable, and these help to make the forecast realistic and 
up-to-date. 


Budgets and budgeting 


We saw in Chapter 4 that the strategic planning process results in the business making plans that eventually 
become detailed budgets for each area of operations. 


Definition 

Budget: A plan expressed in monetary terms. 
eee 
Budgetary process 


The preparation and use of budgets are processes that must be effectively managed by the accounting 
function. The key point is that budgets should not just be ‘one-off documents that are prepared and then 
placed in a file to gather dust; the process should be a continuous one. It is in fact a ‘budget cycle’. 


° Establish objectives | 


ss: one ee: at - a stent 


e Identify potential strategies 


| 
ee = = Strategic planning — see Chapter 4 
e Evaluate options and select course of action | 


nee 


¥ Prepare budgets for implementing the plan 


| 
e Prepare plans and standards 


: ms 7 i 


¢ Implement the long-term plan via budgets 


Budgeting 


— 
| 


e Measure actual outcomes and respond to deviations 
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4.5.3 


4.5.4 


Preparing budgets 


Budgets are usuaily prepared over a period of time such as one year, broken down monthly. There is usually a 
departmental budget for each separate function or operation in the business, such as for: 


e Sales (volume and value): sales are often the principal budget factor for the business as a whole, since 
it is the volume of sales which determines the level of activity in each of the business’s functions 


e Production/operations (volume and value): resources are allocated to achieve the sales budget, and 
plans are made for how much the resources cost, how effectively they are used and how much inventory 
is to be kept 


e Expenses (value): support activities such as logistics and human resources also need expenditure 
budgets 


To prepare a set of departmental budgets and amalgamate them into the business’s master budget the 
following steps must be followed: 


° Decide on course of action and communicate to people responsible for preparing budgets 

° Determine the factor that limits output (the principal budget factor, which is usually sales volume) 
° Prepare budgets for the principal budget factor 

e Prepare drafts of other budgets 

e Negotiate budgets with managers 

e Co-ordinate and review all budgets 

e Accept budgets 

e Review budgets over time (see below) 


A cash budget should also be prepared to ensure that sufficient cash is available at all times to meet the level 
of operations outlined in the various departmental budgets. 


Types of budgeting 


Most businesses use a system of incremental budgeting. This means that they take the experiences they 
have had of direct costs and support activities in the past year and use these as the base for preparing the next 
year's budget, adjusting it for changes or increments (such as to inflation, product mix, volumes and prices) that 
are expected to occur in the new budget period. 


Worked example: Incremental budgeting 


Incro Ltd included an allowance for overheads in its 20X1 budget of CU20,000. Inflation in 20X2 is expected to 
be 3%, so the overheads budget for 20X2 is set as CU20,600. 


This example is for illustration only. In the exam you will not be faced with questions on budgeting that 
require you to make calculations. 


The major problem with incremental budgeting is that ‘the costs of non-unit level activities become effectively 
fixed, so past inefficiencies and waste inherent in the current way of doing things is perpetuated’ (Drury, 
Management Accounting for Business Decisions). 


To address these problems with the incremental approach the business can implement zero-based budgeting 
(ZBB), which: 


‘requires that all activities are justified and prioritised before decisions are taken relating to the amount of 
resources allocated to each activity’ (Drury, Management Accounting for Business Decisions). 


Keeping budgets relevant to users 


° Flexible budgeting involves adjusting the budget for a period to reflect actual levels of activity in that 
period. If, for instance, volume was budgeted in January at 100 units but in fact 200 units were produced 
and sold, a flexible budget system allows the management accountant to adjust all aspects of January’s 
budget so it relates to the new, higher volume. This ‘flexed’ budget can then be compared with actual 
results via variance analysis, to see how far actual performance was in line with what would have been 
expected. 


e A rolling budget system means that, as each month goes by, the budgets for the months ahead are 
reviewed and, if necessary, revised so that they remain relevant for the remainder of the budget period. 
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4.5.5 Purposes of budgets 


Budgets are thus crucial in helping managers to plan and control the business’s performance. 


Purposes of budgets Comments 


Guiding managers on Without a detailed plan the achievement of the business’s principal objective 
how to achieve will be left up to chance 

objectives ee ee 
Helping to compel The} process of preparing, monitoring and ending budgets is a rigorous one 

_ planning: ee - 
Allocating r resources Every business has finite resources, at jeast'n in 1 the short term, ‘and the process 


of preparing budgets helps to identify what resources are limited and how best 
to use those 


Setting targets and The budget identifies whet! is eeidectedk of Sse area of. ‘the bisiness and 
allocating responsibility — therefore of each manager | 

Helping to co-ordinate Budgets set out a plan for which different resources — fmiaterials, “paople ‘and 
activities capacity - need to be co-ordinated 

Communicating plans Numbers in a budget state plans very i Suocinety a assuming g that the people to 


whom it is being communicated have been trained to understand what they 
denote in operational terms 


Enabling control Budgets that are kept relevant allow regular accurate and fimaly ct comparison n of 
actual performance against the budget, so that problems can be identified and 
control action taken 


Helping to motivate Managers and other ‘employees are > reassured that there j isa alan in Aiplaee. ‘and 
employees are keen to see it achieved 
Many businesses link achievement of the budget with pay, in the form of 
bonuses or commission 
Specific reasons for failure to meet targets can be identified, so managers can 
focus on particular areas for improvement 


Helping to evaluate Assuming that the budget was realistic to begin with and was properly 
performance communicated, it can be used to assess how well the enterprise and its 
managers performed 


4.6 Strategic management accounting 


The traditional focus of management accounting has been to provide information for use internally by 
managers. This is not to say, however, that accountants are not concerned with information gathered outside 
the business itself. 


rr Definition 


i LI Strategic management accounting: Providing and analysing financial information on the business’s product 
markets and competitors’ costs and cost structures, and monitoring the business’s strategies and those of its 
competitors in these markets over a number of periods. 


Strategic management accounting therefore extends the internal focus of traditional management accounting to 
include external information about: 


e Competitors 
e The business’s strategic position 


° How to gain competitive advantage by decreasing costs and/or enhancing the differentiation of the 
business’s products 
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5.1 


5.2 


Measuring performance 


s (CSFs) using key performance indicators (KPIs) | 
n ola Sreiorti ete and economic issues nee 2 


business s processes. 


The planning and control system model (Figure 1.2 in Grants 1) showed us that actual SeuREnces follows on 
from setting operational objectives and developing plans and standards; what is achieved is then compared 
with the plan so that control action may be taken to deal with any deviations. Provided this planning and control 
model is followed effectively the organisation’s objective should be achieved. 


It is on measuring performance and making the comparison that a great deal of the work of the accountant is 
focused. Each business will have different ways of measuring its performance and will place greater emphasis 
on certain factors over others. 


Types of performance measure 


e Qualitative measures are subjective and judgemental, and are not expressed in numerical terms (we do 
not consider these further here) 


e Quantitative measures are objective and based on data which must be reliable; they are expressed in 
numerical terms and can be separated into: 


- financial measures (based on data as to sales, profit etc) 


— non-financial measures (based on data as to number of items produced or phone calls answered 
etc) 


Both types of measure can be incorporated into a business-wide set or balanced scorecard of measures for 
use by senior managers and directors, as we shall see later in this chapter. 


Measuring profitability, activity and productivity 
In general, there are three points of reference for measurement in a business. 
e —_— wProfitability 


Profit has two components: cost and revenue. All parts of a business and ail activities within it incur 
costs, and so their success needs to be judged in relation to cost (these will be called cost centres). Only 
some parts of a business receive revenue, and their success should be judged in terms of both cost and 
revenue (as profit centres). 


e =>. Activity 


All parts of a business are also engaged in activities (activities cause costs). Activity measures could 
include the following. 


— Number of orders received from customers, a measure of the effectiveness of marketing 
-— | Number of machine breakdowns attended to by the repairs and maintenance department. 
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5.2.1 


5.2.2 


5.2.3 


Each of these items could be measured in terms of physical numbers, monetary value, or time spent. 


e Productivity 


This is the quantity of the service or product produced in relation to the resources put in, for example so 
many items processed per hour or per employee. It defines how efficiently resources are being used. 


The dividing line between productivity and activity is thin, because every activity could be said to have 
some ‘product (if not it can be measured in terms of lost units of product or service). 


Measuring profitability 


Profit consists of revenue less the business’s costs. It is measured initially in CUs in absolute terms, for 
instance ‘net profit of CU18,000’. More meaningfully it is then measured in relative terms, usually relative to 
revenue (‘net margin of 18% on revenue of CU100,000’) and capital (‘return is 1.8% on capital of CU1million’). 


If the desired level of profit is not achieved, the owner will close the business and try something else. Exactly 
the same idea applies to large companies financed by shares: if shareholders do not receive what they 
perceive to be an adequate return on their investment they will take their money elsewhere. 


This concept of profit is important to the business’s managers. If profit is to be a business’s primary objective, it 
must be specified in quantified terms, that is a specific target rate of profit must be set. Effectively, this rate 
can only be determined by examining the opportunity cost of investing in the business: this is given by the 
rate of profit available on alternative investments with similar characteristics, particularly risk. This is then 
the minimum rate of return acceptable to the shareholders. 


Measuring resource use: effectiveness, economy and efficiency 


A business uses a great many different types of resource in going about its operations so as to achieve its 
objectives. As well as materials, labour and finance (as we saw in Figure 1.1 in Chapter 1), there are also: 


e Physical assets (buildings, machinery etc) 

e Competences (what the business is good at doing) 

Intangible assets (customer goodwill, corporate image, brands) 
The way in which the business is structured, and 

The knowledge that is available to the business. 


ee @ 


Efficient use of resources is concerned with the economy with which resources are used, and the 
effectiveness of their use in achieving the objectives of the business. 


e Economy is reduction or containment of cost; this can be measured against targets. 


e Effectiveness is the measure of achievement and is assessed by reference to objectives, such as 
whether planning and control mechanisms work, and whether the target profit has been attained. 


e Efficiency means being effective at minimum cost or controlling costs without losing operational 
effectiveness. Efficiency is therefore a combination of effectiveness and economy. 


The accountant needs to supply managers with measurements of the business’s performance so that an 
assessment can be made as to whether objectives of strategic business units (SBUs), or indeed the whole 
business are being met, and if so how: 


° Productively: what is output relative to what is input? 
° Effectively: how far are targets and objectives achieved? 
e _ Efficiently: what is the gain that the business has achieved? 


Many businesses emphasise the importance of developing resources, capabilities and competencies that will 
improve efficiency in the future, and so develop and measure critical success factors and key performance 
indicators to show whether performance has been good in key areas. 


Measuring critical success factors (CSFs) 


CSFs (which we saw in Chapter 5) differ from one business to another; in some areas of business keeping the 
right price level for the consumer may be key, whereas in others it may be quality, or delivery, and so on. CSFs 
concern not only the resources of the business but also the competitive environment in which it operates. 
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5.2.5 


Identifying key performance indicators (KPIs) 


Once a business has identified its CSFs and the things it must be good at to succeed (its core competences) 
it must identify key performance indicators (KPIs) in relation to them. Achievement of these KPIs at a certain 
level or target mean the business should be able to outperform its rivals. 


Worked example: CSFs, core competences, KPIs and targets 


An internet retailer identifies that its critical success factor (CSF) is delivering goods to consumers within 36 
hours of an order being placed over the internet. One of the core competences associated with that CSF is 
having sufficient capacity and reliability in its IT systems. A key performance indicator (KPI) to be measured for 
this is the level of downtime in its IT systems per month. If the business can achieve its target downtime of only, 
say, 2% per month then it may be satisfied that it is on the way to achieving its CSF. 


One way of deciding on which KPIs to measure and what targets to set for them is to use benchmarking, 
defined as follows. 


Definition 


Benchmarking: The establishment, through data gathering, of targets and comparators, through whose use 
relative levels of performance (and particularly areas of underperformance) can be identified. By the adoption 
of identified best practices it is hoped that performance will improve. (CIMA) 


Measuring sustainability management 


Accountants are increasingly involved in providing information for performance measurement on a range of 
non-routine matters outside the traditional area of profitability/return. An important area is performance 
measurement of the business’s sustainability management. 


In Chapter 1 we looked briefly at the important issues of sustainability and corporate responsibility (CR), and 
saw that the key aspect is the use of resources (tangible and intangible) over the long term. The headings 
under which sustainability and CR can perhaps be most usefully measured are those of what is known as the 
triple bottom line, As well as traditional financial performance reporting frameworks, accountants can 
measure social and environmental performance in addition as follows: 


Issues Examples of areas to be measured 


Social Health and safety, workers’ rights (in the business itself and its supply chain), pay and 
benefits, diversity and equality, impacts of product use, responsible marketing, data protection 
and privacy, community investment, and eradication of bribery, fraud and money laundering 


Environmental Climate change, pollution, emissions levels, waste, use of natural resources, impacts of 
product use, compliance with environmental legislation, air quality — 


Economic Economic stability and growth, job provision, local economic ~ development, “healthy 
competition, compliance with governance structures, transparency, long-term viability of 
businesses, investment in innovation/NPD 


A strategic approach to sustainability management put forward by the organisation Sustainability at Work is 
a five step programme that incorporates performance measurement: 


. Identify the business’s key sustainability issues and the factors (or ‘drivers’) that affect them — using the 
headings above (social, environmental and economic) is a good place to start 


e Develop a strategy to implement good practice with respect to each material issue 


e Establish governance and accountability by determining ‘who does what?’ to deliver the strategy for 
each material issue 


e Set targets and an action plan, and decide where the business wants to be in regard to each issue in ‘x’ 
number of years 


e Measure performance in each of the three areas in terms of both processes (the things the business 
said it would do to integrate sustainability into its activities) and outcomes. Trends should be identified 
and compared with targets and objectives, to help determine further action. 


e Report on and evaluate the processes used 
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5.4 


The sustainability reporting guidelines issued by the Global Reporting Initiative (GRI) are the best known 
example of a global, voluntary code for corporate responsibility and sustainability reporting. A GRI based report 
typically includes economic, social and environmental performance information, and sets out the organisation’s 
direct and indirect impacts. Examples of GRI core performance indicators include: 


Economic Environmental Social 
Wages, pensions, other employee benefits Energy material Diversity, employee health é and safety 
“Income from customers and supplier payment Wateruse —Childlabour 
"Taxes paid, subsidies and grants received Greenhouse I eis 
emissions 


_ Geographic analysis of key | markets ’ ~~ Effluents and waste ‘Community relations 


Return on capital employed Waste reduction Labour practices 
Fines and penalties Social security payments 
Employees pay levels” 


Source: GRI 2006) 


Using information on performance measurement 

The performance measures that are calculated and reported are used by three groups: 
e Managers, to make control and planning decisions 

e Directors, to assess whether corporate governance is effective 

e External users, to make decisions 


A performance measure is only useful if it is given meaning in relation to something else: users need 
comparability against various yardsticks. 


e Budgets, targets or standards 
e Trends over time (comparing last year with this year, say). An upward trend in the number of rejects from 


a production process, say, would indicate a problem that needs investigating. The effects of inflation need 
to be recognised if financial measures are being compared over time 


e The results of other parts of the business. Large manufacturing businesses may compare the results of 
their various production departments, supermarket chains will compare the results of their individual 
stores, while a college may compare pass rates in different departments 


e The results of other businesses. Trade associations or regulators may provide details of key measures 
based on averages for the industry. Increasingly, businesses have access to benchmarking measures 


As with all comparisons, it is vital that the performance measurement process compares ‘like with like’. There 
is little to be gained in comparing the results of a small supermarket in a high street with a huge one in an out- 
of-town shopping complex, for instance. 


Performance measures do not provide answers but help to focus attention on important areas, thereby 
minimising the chance of failing to identify a significant trend or weakness. In other words, performance 
measures enable you to ask informed questions. 


Limitations of financial measures 

Using financial measures is not foolproof. There are many problems in trying to identify trends and make 
comparisons. Below are just a few. 

° Information problems 


- The base information may be out of date, so timeliness of information leads to problems of 
interpretation. 


- Historical cost information may not be the most appropriate information for the decision for which it is 
being used. 


~- For external users, information often comes from published financial statements which generally 
comprise summarised information; more detailed information may be needed. 


— _ Analysis of financial measures only identifies symptoms, not causes, and thus is of limited use on its 
own. 
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e Comparison problems: trends 
— Effects of price changes make comparisons difficult unless adjustments are made. 
— Impacts of changes in technology affect the value of assets, the likely return and future markets. 
— Achanging environment affects the results reflected in the accounting information. 
— Changes in accounting policies can affect the reported results. 
— There can be problems in establishing a normal base year to compare other years with. 


° Comparison problems: different businesses. Analysing measures for different businesses and 
comparing them can be difficult because of: 


-— Selection of industry norms and the usefulness of norms based on averages 
— Different firms having different financial and business risk profiles, and the impact of this on analysis 
-— Different firms using different accounting policies 
— Impacts of the size of the business and its comparators on risk, structure and returns 
— Impacts of different environments on results, e.g. different countries or home-based versus 
multinational firms 
5.5 The balanced scorecard 


A business of any size whose strategic objective is the maximisation of profit to build shareholder wealth will 
soon lose profits and therefore capital value if it fails to manage its key resources of capacity, labour, materials 
and cash productively, effectively and efficiently. On the other hand, its strategic objective would probably not 
be undermined if it used 5% more paper clips than it had budgeted for. 


The balanced scorecard combines traditional financial performance measures with measures of other key 
areas: operational and staff performance, and customer satisfaction. The scorecard was developed by Robert 
Kaplan and David Norton, and it produces a set of measures that allows top managers to focus on factors that 
are significant in achieving long-term control and direction of the business, and hence profitability in the long 
term. 


Definition 


LL Balanced scorecard: An integrated set of performance measures linked to the achievement of strategic 
Lt objectives. 


The balanced scorecard looks at the business from four important perspectives and answers four basic 
questions when establishing the business’s vision of itself and its future strategy. 


Perspective Question 


Customer How do customers 
see us? 


Examples of measures: satisfaction ratings, retention rates, returns rates 


Internal business processes (ways of doing something) 


What must we _ 
Examples of measures: product quality, failure rates a: excel at? 
VISION AND 
STRATEGY 


Innovation and learning How can we 
continue to improve 


Examples of measures: employee retention rates, time to market for 
and create value? 


new products 


Financial oe How do we look to 


‘ : F ? 
Examples of measures: gross margin, net margin, return on capital our shareholders 


employed, gearing, interest cover 
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6 Establishing financial control processes 


monitoring. . 


6.1. Why are financial control processes needed? 


The central importance of the finance function and the risks it faces mean that specific financial control 
processes need to be implemented by its managers, in order to address risks faced by the business’s money 
and other financial assets. Financial control is a form of internal control. 


6.2 What is internal control? 
al Definition 


CL Internal control: A process, effected by an entity's board of directors, management and other personnel, 
7 designed to provide reasonable assurance regarding the achievement of objectives in the following categories: 


e _ Effectiveness and efficiency of operations 
e Reliability of financial reporting 
e Compliance with applicable laws and regulations 
(COSO Committee of Sponsoring Organisations of the US Tradeway Commission) 
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From this definition we can see that internal control: 
e Is a process: it is a means to an end, not an end in itself 
e ts effected by people, not merely by policy manuals and forms 


e Can be expected to provide only reasonable assurance, not absolute assurance, to an entity’s 
management and board that operations are effective and efficient, financial reporting is reliable and laws 
and regulations are being complied with 


e Is geared to the achievement of objectives in one or more separate but overlapping categories 


Internal controls are covered fully in the Assurance syllabus. 


6.3 Effective internal control 


According to COSO, internal control consists of five interrelated components which together provide an 
effective framework for describing and analysing the internal control system implemented in a business: 


control environment 

risk management 

control activities 

information and communication 
monitoring 


6.3.1. Control environment 


The control environment sets the tone of a business and the control consciousness of its people. It provides 
discipline and structure. Control environment factors include: 


e The integrity, business ethics and operating style of management 
e How far authority is delegated 
e The processes for managing and developing people in the business 
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6.3.2 


6.3.3 


6.3.4 


6.3.5 


6.4 


Risk management 


We saw in Chapter 5 that every business faces a variety of risks from external and internal sources, and that 
these must be adequately managed via assessment, measurement and control activities to address those that 
threaten achievement of the business’s objectives. 


Control activities 


Definition 


Control activities: The policies and procedures that help ensure management directives are carried out. They 
may take the form of physical, financial, system or management controls. 


Control activities occur throughout the business, at all levels and in all functions — not just the finance function. 
They include: 


e Approval 

e Authorisation 

e Verification 

e Reconciliation 

e Review of operating performance 
e Security of assets and 

e Segregation of duties 


Segregation (or separation) of duties is important where power could be abused if only one person was 
responsible for a transaction or asset from beginning to end. An example would be the purchase of a non- 
current asset such as a car. If only one person had the power to: 


e __ Authorise its purchase 
e — Record the amount payable and/or pay the bill and 
e Have custody of the car 


then there is nothing stopping that person from buying the most expensive car possible then absconding with it. 


Information and communication 


Information systems produce reports, including operational, financial and compliance-related information, that 
make it possible to run and control the business. In a broader sense, effective communication must ensure 
information flows down, across and up the business. Effective communication with external parties, such as 
customers, suppliers, regulators and shareholders, is also important for control. 


Monitoring 


Internal control systems need to be monitored to assess the quality of the system’s performance over time. 
This is accomplished through ongoing monitoring activities or separate evaluations. Deficiencies in internal 
control that are detected through these monitoring activities should be reported to more senior managers. 
Corrective action should be taken to ensure continuous improvement of the system. 


Financial control processes 


In Chapter 12 we shall look at the Corporate Governance Code, which contains a main principle (C2) that the 
board should maintain sound risk management and internal control systems. 


It states that internal controls include financial, operational and compliance controls. 
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Self-test 


Answer the following questions. 


1 


Linus is an accountant for Magna plc, which is considering a substantial new project. Linus has been 
asked to assist in determining whether it should be financed by retained earnings, equity, loans or a mix of 
all sources. It would appear that Linus is employed by Magna plc’s finance function’s 


A __ Transaction recording section 

B Treasury management section 
C Financial reporting section 

D Management accounting section 


Primus plc is planning to increase the level of its activities from 1 January 20X8. In the management 
accounts for the six months ended 30 June 20X7, which of the following costs are likely to have been 
affected by the expansion? 


A __ Fixed costs only 

B Variable costs only 

C Both fixed and variable costs 
D_ Neither fixed nor variable costs 


Hobo pic is considering a project which has been recommended by its engineers. Which of the following 
items associated with the project should be ignored when evaluating it? 


A The CU10,000 cost of producing the engineers’ report 
B Monthly outflows of CU60,000 

C Increased revenues of CU100,000 per month 

D_ The investment now of CU200,000 


Mush plc is considering a new product which will incur substantial additional fixed costs for the business. 
Yolande, an accountant for Mush plc, has been asked to report on the minimum number of units of the 
product that will need to be sold. Which of the following is Mush plc expecting Yolande to use when 
making her report? 


A Payback analysis 

B _Breakeven analysis 

C Limiting factor analysis 

D Discounted cash flow analysis 


Quantock plc is considering a substantial investment for which it will need to raise considerable quantities 
of cash. It is not yet sure whether or not it should make the investment, as it appears to have a high level 
of risk attached to it. The most important technique that Quantock should use in relation to this investment 
at this point is 


A Cash budgeting 

B____ Discounted cash flow 
C Capital budgeting 

D Payback 


Briar plc’s managers have been asked to produce budgets for their departments. Raji has submitted a 
budget for the next year based on this year’s actual performance plus an allowance for inflation of 3%, 
less an allowance for performance improvement of 2%. The method used by Raji is 


A Zero-based budgeting 
B Flexible budgeting 

C_ Rolling budgets 

D Incremental budgeting 


Moody pic is reviewing its internal control system. Its control activities should be directed at controlling 


Threats to its operations 

Its operations 

Threats to achievement of its objectives 
Achievement of its objectives 


90ONY 
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8 In the balanced scorecard, measures of how quickly and fully employee suggestions are implemented 
would be included in 


Financial perspective measures 

Customer perspective measures 

Internal business process perspective measures 
Innovation and learning perspective measures 


0OWUPY 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Answers to Self-test 


2 D_ Asat30 June 20X7 the expansion is still six months away, so no costs will yet have been affected 


3  A_ The cost of the engineers’ report is a sunk cost and so should not be considered when evaluating 
whether this project should be pursued 


5 B- Cash budgeting (A) is primarily concerned with working capital. The company is not really concerned 
with capital budgeting (C) currently because it already knows it will need to raise cash. It will need to 
prioritise DCF over payback because of the element of risk in the project 


6 D_ Although Raji has made allowances for future changes (inflation and performance improvement), he 
is still basically using increments in past experience as the basis for his budget 
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Introduction 


Learning objectives Tick off 


° Identify the characteristics, terms and conditions and role of alternative short, medium and long 
term sources of finance available to different businesses 


e — Identify the processes by which businesses raise equity capital and other long-term finance 


e Identify appropriate methods of financing exports, including bills of exchange, letters of credit and 
export credit insurance 


e Specify the relationship between a business and its bankers and other providers of financial 
products 


e Specify the general objectives of personal financial management 


Coe oo 


e Identify the principles of personal financial management and the personal financial management 
process 


Specific syllabus references are: 3g, h, i, j, k, I. 


Syllabus links 


The implications of a financing decision will be seen in Financial Management, Financial Accounting and 
Reporting, Business Planning: Taxation, and Audit and Assurance at Professional level. It will be explored 
further at Advanced level. 


Examination context 
Questions on sources of finance and on personal financial management could easily appear in the exam. 


Questions are likely to be set in multiple choice format and in a scenario context. Knowledge-type questions 
are also likely, set on particular principles or definitions. 
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1 Risk v return 


A business is financed: 


° by equity (from its owners in return for dividends), or 
e by debt (from lenders in return for interest), or 
e by a combination of equity and debt. 


There are many forms of these two types of capital, but what distinguishes them is their different levels of risk. 
e Debt holders face lower risk but lower returns: 

— they receive interest before equity holders receive any dividends, and 

— debt is often secured by fixed or floating charges, and 


— in the event of company failure, debt holders rank higher than equity holders to receive their capital 
back, but 


— the ‘price’ they pay is a lower rate of return on their capital 


e Equity holders face higher risk but can enjoy higher returns: they suffer the downside of any loss but 
any profits after (interest and tax) go to the equity holders, not the debt holders. 


Risk and return go hand in hand. Therefore in structuring its finances, a company must have regard to the risk- 
return trade-off desired by potential investors. 


2 Balancing short-term and long-term finance 


A key decision for any business is how it is going to finance both its operations now and its plans for the future. 
Its need for finance ranges from the very immediate short term to the very long term: 


e Immediate needs: to pay wages and petty expenses 
e $hort term needs: to pay for goods/services bought on credit (payables) 


e Medium term needs: to pay for an increase in inventory and receivables as the business grows, and to 
pay tax on profits earned 


e Long term needs: to pay for non-current assets required in the long term such as machinery, vehicles 
and buiidings. 


Wages, payables, receivables and inventory all form part of the business’s working capital, which is made up 
of current assets less current liabilities. While the management of working capital is covered in your 
Management Information syllabus at Certificate level, the fact that it produces the need for finance over 


different terms means we need to consider it briefly here too. 
Business and personal finance 9 


2.1 


2.2 


2.3 


Financing current assets 


Levels of inventory plus receivables less payables fluctuate but for most businesses a proportion of current 
assets will effectively be permanent. The methods of financing this level are best seen diagrammatically in 
Figure 8.1. 


Assets Assets 
CU CU Short- 
Short- | term 
: term finance 
Fluctuating Fluctuating 
finance 
current assets current assets 
Permanent L Permanent Long- 
current assets One current assets term 
term finance 
finance 
Non-current assets Non-current assets 
Time Time 
Some permanent current All permanent and some 
assets are financed by fluctuating current assets 
short-term credit are financed out of long- 
term sources 
More profitable but 
riskier Less profitable but less 


risky 


Figure 8.1: Financing working capital investment 


The options set out in Figure 8.1 are only two of many possible approaches. For example, the use of short-term 
credit could be extended to finance a proportion of the non-current assets or, alternatively, all of the business's 
finance requirements could be provided by long-term finance. 


The choice is a matter for managerial judgement of the trade-off between the relative cheapness of short-term 
finance versus its risks. 


The cost of short-term finance 


Short-term finance is usually cheaper than long-term finance due to the risks taken by lenders. For example, if 
a bank were considering two loan applications, one for one year and the other for 20 years, all other things 
being equal it would demand a higher interest rate on the 20-year loan. This is because it feels more exposed 
to risk on long-term loans, as more could possibly go wrong over a period of 20 years than over a period of 
one year. Long-term finance includes equity finance which is particularly expensive: because of the risk they 
suffer shareholders expect high returns, and dividends are not tax deductible. 


Occasionally this situation can be reversed. Sometimes short-term interest rates will be higher than long-term 
rates, as when the market expects interest rates to fall in the long run. But if finance has been borrowed long- 
term, early repayment may not be possible or, if allowed, early repayment penalties may be experienced. The 
flexibility of short-term finance may, therefore, reduce its overall cost. 


Finally, short-term finance also includes items such as the credit period offered by suppliers (trade payables); it 
can therefore have a low average cost since interest is charged by banks on overdrafts but not by ordinary 
suppliers unless an agreed credit period has been exceeded 


The risks to borrowers of short-term finance 
The price paid for the reduced cost of short-term finance is an increase in risk suffered by borrowers. 


° Renewal risk 
Being short-term it has to be continually renegotiated as the various facilities expire. Either because of 
economic conditions (eg a credit squeeze) or because of the financial situation of the business, such 
renewal may be difficult to obtain. 
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° Interest rate risk 
If the business is constantly having to renew its funding arrangements, it will be at the mercy of 
fluctuations in short-term interest rates. 


2.4 Making the decision between short-term and long-term finance 


No single ideal financing package can be recommended as it all depends upon the risk appetite and the 
perceived risk/return trade-off of each individual business. 


Businesses may be categorised as having aggressive, average or defensive positions in this area 


e An aggressive company has more short-term credit than equity; it may return a higher profit but at the 
cost of greater risk. 


e An average company matches its maturities so it has less risk than in the aggressive company but 
less return as well: 


— permanent current assets are financed by long-term debt 
— fluctuating current assets are financed by short-term credit.. 


e A defensive company sacrifices profitability for liquidity by having little short-term credit, which 
finances only some of the fluctuating current assets. This is a low-risk, low return company. 


The financing choice must be made by the management of the individual business, bearing in mind the 
willingness of suppliers of finance to lend and the risk of its industrial sector. 


2.5 Holding cash or running out of cash 


To manage its cash position successfully (the function of treasury management, which we saw in Chapter 7 is 
one of the key roles of the business’s finance function) the business must trade off the cost of holding cash 
against the cost of running out of cash. 


e« The cost of holding cash, either as a cash float or in a current account, is the opportunity cost of what 
else could be done with the money. Cash is an idle asset and earns little or no return. If the finance was 
put to work elsewhere (ie invested) it could generate profits. 


e The costs of running out of cash vary depending upon the circumstances of the business. Cash 
shortages result in the business not being able to pay its payables on time, and this could have many 
implications. Examples include: 


— Loss of settlement discounts from trade suppliers 

— Loss of supplier goodwill, eg refusal of further credit, higher prices, poor delivery 
— Poor industrial relations if wage payments are delayed 

— Payables petitioning for winding-up the business 


Although the above costs may be difficult to quantify the business must at all times ensure that it has sufficient 
liquidity, in the form of cash balances or overdraft/loan facilities, to maintain its solvency. 

2.5.1. Influences on the level of cash balances 
There are a number of motives underlying how much a business would wish to hold as cash: 


e¢ Transactions motive — to meet current day-to-day financial obligations, eg payroll, the purchase of raw 
materials, etc 


° Finance motive — to cover major items such as the repayment of loans and the purchase of non-current 
assets 


° Precautionary motive — to give a cushion against unplanned expenditure, rather like buffer inventory 
° Investment motive — to take advantage of market opportunities 


We shall look at sources of short-term finance later in this chapter. 
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2.6 


3.1 


3.2 


Investing surplus cash in the short term 


If a business identifies a short-term surplus of cash it should aim to invest it to earn a return. If the surplus is 
of a longer-term nature it should be invested in longer-term projects to increase shareholder wealth, or 
returned to shareholders as dividends. 


Surplus finance can be invested in various financial products in the money markets, which we shall come back 
to shortly. Most businesses will be looking for a variety of investments in order to spread the risks involved, 
and to ensure flexibility. 


The banking system 


can nbe drawn cout at another. 


re . - The .-bank/customer relationship is is ‘legally quite complex, involving “fo nt rial: eeicnsnie 
oe (peetvabiefpay ble, bailor/bailee, principal/agent and morigagor/mortgagee) and a fi fy eeetorehip. 


lf a business is to raise additional short or long-term finance or to invest surplus cash, then this will be done 
either through a bank or within the money or capital markets. 


Financial intermediation 


Banks take deposits from customers and then use that money to lend money to other customers. This process 
is known as financial intermediation. The banks act effectively as middlemen providing finance for those that 
want loans from the deposits made by savers. 


Benefits of financial intermediation: 
e Small amounts deposited by savers can be combined to provide larger loan packages to businesses 
e Short-term savings can be transferred into long-term loans 


e Search costs are reduced as companies seeking loan finance can approach a bank directly rather than 
finding individuals to lend to them 


° Risk is reduced as an individual's savings are not tied up with one individual borrower directly. 


Banks 


° Primary banks are those which operate the money transmission service or clearing system in the 
economy. They operate cheque accounts and deal with cheque clearing, though increasingly money 
transmission by and to account holders is effected by a variety of automated payments via internet 
banking, and cheque usage is consequently falling rapidly. They are sometimes also known as the 
commercial, retail or clearing banks. 


e Secondary banks are made up of a wide range of merchant banks and other banks. They do not take 
part in the clearing system. 


Banks as a key part of the financial system are heavily regulated. They are affected by the activities of the 
Bangladesh Bank, which has two main roles in Bangladesh: carrying out monetary policy and ensuring 
financial stability. 
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3.2.1 


3.2.2 


3.2.3 


Monetary policy 


The Bangladesh Bank is banker to the banks, lending money to the banking sector through its financial 
market operations at the base rate set by its Monetary Policy Committee (MPC). The MPC decides on the 
base rate in order to meet a target for overall inflation in the economy set each year by the Chancellor of the 
Exchequer. The aim of this is monetary stability, which we shall see more about in Chapter 13. 


The base rate is not necessarily the interest rate at which banks lend and borrow money among themselves 
(the most well-known of these rates is the London Inter Bank Offer Rate, or LIBOR), nor is it the rate at which 
customers receive interest on their deposits or pay interest on their advances. There are a great many other 
factors affecting these rates, but the base rate is nevertheless important as it is the rate which is often used as 
a comparator for the performance of organisations and their projects. 


Financial stability 


As well as monetary stability, the Bangladesh Bank (BB) also seeks to ensure the financial stability and 
resilience of Bangladesh’s financial system as a whole. A key way in which it does this is via its ‘Financial 
Stability Department (FSD), which takes action to remove or reduce systemic risks in Bangladesh financial 
system as a whole. 


e SD has been established in 2012 in BB for in-depth analysis of factors underlying financial stability of the 
country, forecasting risks that may impair stability and recommending preventive and remedial measures. 


e The Financial Stability Department (FSD) has been working actively to strengthen the macro 
prudential framework of the country. Since inception, this department has published Financial Stability 
Report (annual and quarterly) to evaluate overall financial stability which will give comprehensive 
analysis of the major trends. 


e The Department primarily designed macro stress tests to quantify the impact of possible changes in 
economic environment on the financial system. 


e The Financial Projection Model (FPM) has been implemented with the technical assistance of the 
World Bank. 


e Inter-bank Transaction Matrix (ITM) tool has been introduced and is used to observe liquidity 
management of banks and NBFls. This matrix will help to find out the institutions which are in face of 
the crisis and give early warning signals for safeguarding financial institutions. 


e The department has developed the framework for identifying and dealing with the Domestic 
Systemically Important Banks (DSIB) in its jurisdiction due to the underlying assumption that the 
impact of the failure of DSIBs will be significantly greater than that of a non-systemic institution. 


e The formulation and implementation plan of Counter-cyclical Capital Buffer (CCB) in the time of crisis 
is under process to resist the pro-cyclicality of financial system. 


¢ The department prepared the bank intervention and resolution framework, comprising a Bank 
Intervention Resolution Plan (BIRP) and a contingency plan to have more effective tools, information 
in order to enable the orderly resolution of banks without any resort to taxpayers’ fund. 


e The Department prepared the Lender of Last Resort (LOLR) framework documents and corporate 
‘watch list’. Development of a “Coordinated Supervision Framework" is under process. 


The clearing system and other forms of money transmission 


The interval between when amounts are paid into a primary bank and when they can be drawn upon depends 
on the clearing mechanism and other services used. 


e General clearing (mainly of cheques, though internet transfers outside of the Faster Payments system 
can still take the same amount of time!) — this covers items of any size but there is a three to four day 
delay before amounts are cleared (ie can be drawn upon). 
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3.3 


3.3.1 


3.3.2 


3.3.3 


3.3.4 


3.4 


e _ Electronic Funds Transfer (EFT) — this refers to any computer-based system used to perform financial 
transactions electronically. Although the term is used for a number of different concepts it is most 
commonly associated with cardholder-initiated transactions in shops, where a cardholder makes use of a 
debit card or credit card in an electronic funds transfer at point of sale (EFTPOS) 


e Banks Automated Clearing System (BACS) — this is an EFT system that deals with salaries, standing 
orders and direct debits. The account of the payer is debited on the same day as the account of the 
recipient is credited. 


e Society for Worldwide Interbank Financial Telecommunication (SWIFT) — this is the worldwide 
financial messaging network which exchanges messages between banks and other financial institutions 
so that a similar service to CHAPS is possible for international transfers of money. 


The bank/customer contractual relationships 


When money is paid into a bank by an individual or business and an account is opened then that individual or 
business becomes a customer of the bank. 


The legal relationship between the bank and its customer is actually quite complex. There are potentially four 
main contractual relationships between the bank and the customer. 


Receivable/payable relationship 


When the customer deposits money the bank owes money (it is the customer’s receivable) and the customer is 
a payable of the bank. If the customer’s account is overdrawn however the bank is owed money (it is a payable 
of the customer) and the customer is the bank’s receivable. 


This relationship is essentially a contract between the bank and the customer. 


The bank borrows the customer’s deposits and undertakes to repay them 

The bank must receive cheques for the customer’s account 

The bank will only cease to do business with the customer with reasonable notice 
The bank is not liable to pay the customer until the latter demands payment 

The customer must exercise reasonable care when writing cheques 


eoee#ee®# 


Bailor/bailee relationship 


This element of the relationship concerns the bank accepting the customer's property for storage in its safe 
deposit. The bank as bailee undertakes to take reasonable care to safeguard the property against loss or 
damage and also to re-deliver it only to the customer (the bailor) or someone authorised by the customer. 


Principal/agent relationship 


An agent is someone who acts on behalf of another party, the principal. Within banking the principal/agent 
relationship exists where, for example, the customer pays a crossed cheque into the bank. The receiving bank 
acts as an agent of the customer, as principal, when it presents the cheque for payment to the paying bank, 
and then pays the proceeds into the customer's account. 


Mortgagor/mortgagee relationship 


If the bank asks the customer to secure a loan with a charge over its assets then the relationship between the two 
is that of mortgagor (the customer) and mortgagee (the bank). If the customer does not repay the loan then the 
bank has the right to sell the assets and use the proceeds to pay off the loan. We will see more about mortgages 
later in this chapter, in the sections on personal financial management. 


The bank/customer fiduciary relationship 


The bank and the customer also have a fiduciary relationship which means that the bank as the party with 
more relative power is expected to act with good faith in its relationship with the customer. 
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3.4.4 


3.4.2 


3.4.3 


The bank’s duties to the customer 


It must honour a customer’s cheques provided they are correctly made out, there is no legal reason for 
not honouring them and the customer has enough money or sufficient overdraft limit to cover the amount 
of the cheque 


The bank must credit cash/cheques that are paid in to the customer’s account 


If the customer makes a written request for repayment of money in its account, for example by writing a 
cheque, the bank must repay the amount on demand 


The bank must comply with the customer’s instructions given by direct debit mandate or standing 
order 


The bank must provide a statement showing the transactions on the account within a reasonable period 
and provide details of the balance on the customer’s account 


The bank must respect the confidentiality of the customer’s affairs unless the bank is required by law, 
public duty or its own interest to disclose details or where the customer gives his consent for such 
disclosure 


The bank must tell the customer if there has been an attempt to forge the customer’s signature on a 
cheque 


The bank should use care and skill in its actions 


The bank must provide reasonable notice if it is to close a customer’s account. 


The customer’s duties to the bank 


To draw up cheques carefully so that fraud is not facilitated 
To tell the bank of any known forgeries 


Note that there is no specific legal duty on a customer to check their bank statements. 


The rights of the bank 


The money markets 


To charge reasonable bank charges and commissions over and above interest 

To use the customer’s money in any way provided that it is legal and morally acceptable 
To be repaid overdrawn balances on demand (aithough banks rarely enforce this) 

To be indemnified against possible losses when acting on the customer’s behalf. 


Definitions 


The money markets is a term that covers a vast array of markets buying and selling different forms of money 
or marketable securities. The money markets are a wholesale market that provides financial institutions with a 
means of borrowing and investing to deal with short-term fluctuations in their own assets and liabilities. 


Marketable securities are short-term highly liquid investments that are readily convertible into cash. 
Companies might use them to invest short-term surplus finance (see above). 


The main traders in the money markets are banks, the government (through the Bangladesh Bank) and local 
authorities, plus brokers and other intermediaries. 
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4.1 Money market financial instruments 
There are a variety of different financial instruments that are traded in the money markets. The main types are: 


e Treasury bills and bonds: Government treasury bills and bonds are the securities which are 
purchased and held by the Bank when commercial banks and financial institutions do not purchase 
them from the Government. 


Treasury bills and bonds are issued through an auction process where the allotments are awarded 
to the bids which fill the notified issue amount ranging from the lowest to highest yield. Pro-rata 
partial allotments are made for bids at the cut-off yield. BB uses these indirect monetary policy 
instruments for debt management purposes. Treasury bills and bonds are actively used by BB to 
mop up excess liquidity and to provide a mechanism for financing government deficit. 


° Deposits — money in the bank accounts of banks and other financial intermediaries, which offer 
investment periods ranging from overnight to five years. They are available from banks, local authorities 
and building societies with yields exceeding that of Treasury bills 


e Fixed Deposit Receipts (FDR) — issued mainly by commercial banks, a certificate for deposit endures for 
a fixed term of between one month and five years at a fixed rate of interest, and can be sold earlier than 
maturity in the CD market. 


e Bonds, which are debentures and loans of companies quoted on the Stock Exchange; rates fluctuate with 
general interest rates and there is good liquidity. 


e Commercial paper — Promissory notes issued by large companies which can be either held to maturity or 
sold to third parties before maturity. 


The inter-bank market is a market for very short-term borrowing, often overnight, between banks. it is used to 
smooth fluctuations in the banks’ receipts and payments. The main interest rate charged in this market is the 
London Inter-Bank Offered Rate (LIBOR). The individual banks then use this rate in order to determine the 
interest rate that they will offer to their customers. 


5 The capital market for business finance 


Section overview 


-. The capital market for businesses comprises: national stock markets, the retail and wholesale banks, bond. 
~. markets, leasing, debt factoring. and international markets 


. A company can.raise capital in the capital markets by issuing marketable securities: 


= - Equity, or ordinary share capital 
. Preference shares 
a0 A scat! stocks or debentures 


Capital markets provide a source of funds for businesses (mostly companies) and an exit route for 
investors. 


er Definition 


LI Capital market: the national and international market in which a business may obtain the finance it needs for 
its short-term and long-term plans. 
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There is no single capital market: there are many ways in which businesses can access finance. 


National stock For companies in Bangladesh this includes the Dhaka Stock Exchange (DSE) and the 
markets Chittagong Stock Exchange (CSE). They act as: 


e primary markets ie a source of new finance via new share issues, and as 
e econnaly markets for securities such as shares that are already in issue. 


The banking This can be split between the retail market (for individuals/small businesses) and the 
system _ wholesale market t (for large companies). 


Bond markets Generally these are for very large organisations: to raise = typically very large amounts ai 
money. 


Leasing _ This is avery important source of business finance’ for a whole variety of entities. 


Debt factoring This is normally used by smaller businesses to help finance their working capital. 
tequirements. 


Intemational Typically available to jataer companies, these allow ‘finance io ‘pa. ‘raised in different 
markets — _currencies, typically | in very large amounts. 


Raising new isatenn business finance invariably involves issuing securities in the form of shares cies) or 
bonds (debt). 


ail Definitions 


ae Equity represents the ordinary shares in the business. Equity shareholders are the owners of the business 
and through their voting rights exercise ultimate control. 


Preference shares form part of the risk-bearing ownership of the business but, since they are entitled to their 
dividends before ordinary shareholders, they carry less risk. As their return is usually a fixed maximum 
dividend, they are similar in many ways to debt. 


Loan stocks and debentures are typically fixed interest rate borrowings with a set repayment date. Most are 
secured on specific assets or assets in general such that lenders are protected (in repayment terms) above 
unsecured payables in a liquidation. 


6 Sources of equity finance 


ota ned earnings (profits earned over time but not immediately y paid out to 0 owners) 
ng-term ance: for most. businesses. : EO 
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There are broadly three methods of raising equity: 


Method Real world use 


Retaining earnings (profits), rather than paying them By far and away the most important source of equity 
out as dividends 


Rights i issues of new / shares to existing s shareholders The next most ‘important source — 


New issues of shares to the public: an issue of new The least important source of new equity it in n practice 
shares to new shareholders 


6.1 Retained earnings 


The profits earned by a business can either be paid out to owners in the form of dividends or reinvested in the 
business. Shareholders will still expect a return on the funds re-invested in the business, ie they will expect 
the funds to be invested in projects which increase their wealth. 

Retained earnings represent a very easy and important source of finance, particularly for young growing 
businesses where there may be a continual need for finance but where it is impractical to keep raising it using 
rights/new issues and debt. 


6.2 Rights issues of shares 


am Definition 


LI A rights issue is an issue of new shares for cash to existing shareholders in proportion to their existing 
holdings. 


Legally a rights issue must be made before a new issue to the public. Existing shareholders have rights of first 
refusal (pre-emption rights) on the new shares and can, by taking them up, maintain their existing percentage 
holding in the company. However shareholders can, and often do, waive these rights by selling them to others. 


6.2.1. Factors to be considered when making rights issues 


e Issue costs — these have been estimated at around 4% on CU2m raised but, as many of the costs are 
fixed, the percentage falls as the sum raised increases 


e Shareholder reactions — shareholders may react badly to companies continually making rights issues as 
they are forced either to take up their rights or sell them. They may therefore sell their shares, driving 
down the market price 


° Control — unless large numbers of existing shareholders sell their rights to new shareholders there should 
be little impact in terms of control of the business by existing shareholders 


e Unlisted companies — often find rights issues difficult to use, as shareholders who do not have sufficient 
funds to take up their rights may not be able to sell them if the shares are not listed. This could mean that 
the company is forced either to use retained earnings or to raise loans. 


6.3 New issues of shares 


These may take the form of placings, offers for sale or direct offers (offers for subscription). 
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6.3.1 


6.3.2 


Placings 


Placings are the most common method of issuing shares when a company first comes onto the market. They 


work as follows: 
X pie 
X Ltd. 


Shares sold to an issuing 
house (investment bank) 


Issuing house 


Issuing house 'places' 
shares with its clients (ie 


sells them the shares) 
Investing 
institutions 


The investor base in a placing is made up of institutional investors, contacted by the issuing house. The 
general public does not tend to have access to the shares when first offered, although they can be involved in 
any subsequent trading in the shares. 


e _ Benefit: lower transaction costs (eg advertising, administration) than public offers. 


e Drawback: by only offering to a narrow pool of institutional investors, the spread of shareholders is more 
limited, which reduces the efficiency of the market in the shares (we shall come back to the efficient 
markets hypothesis later in this chapter). 


Public offers 
There are two methods of making a public offer 


° Offer for sale 
° Direct offer (offer for subscription) 


In practice the offer for sale is far more common; in either method the issue is likely to be underwritten (see 
below). There is no restriction on the amount of capital raised by public offer. They are best illustrated 
diagrammatically: 


Offer for sale Direct offer or 
Offer for 
subscription 


X Ltd. 


Shares sold to an 
issuing house 
(investment bank) 


Shares direct 
to general 
public 


Issuing house 


Issuing house 
offers shares for 
sale to general 
public 


Investing Investing 
public public 
Both methods use very similar procedures. These include advertising, eg in newspapers, following the legal 
requirements, and Stock Exchange regulations in terms of the large volumes of information which must be 


provided (listing particulars, prospectus etc). Great expense is incurred in providing this information, as it 
requires the involvement of lawyers, accountants and other advisors. 
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6.3.3 


6.4 


6.5 


Pricing of new issues 


A company does not want to set the issue price too high, causing the issue to fail, or too low, as this will result 
in more new shares being issued than is necessary, which detracts from the wealth of existing shareholders. 
There are two ways in which the pricing problem can be addressed by: 


e Underwriting the issue 
. Using an offer for sale by tender. 
Definitions 


Underwriting is the process whereby, in exchange for a fixed fee (usually 1-2% of the total finance to be 
raised), an institution or group of institutions will undertake to purchase any securities not subscribed for by the 
public. The main disadvantage of underwriting is its cost, which depends on the characteristics of the 
company issuing the security and the state of the market. The cost is payable even if the underwriter is not 
called upon to take up any securities. Effectively, underwriting is an insurance policy that guarantees that the 
required capital will be raised. 


Offer for sale by tender: The investing public is invited to tender (offer) for shares at the price it is willing to 
pay. A minimum price, however, is set by the issuing company and tenders must be at or above the minimum. 


a a ee Be he ee a 
The procedure for an offer for sale by tender is as follows: 


1 Receive ali tenders 
2 Set the actual issue price (a single price), either at: 


¢ The highest price at which the entire issue is sold, all tenders at or above this price being allotted 
in full, or 


¢ A lower price, with tenders at or above this lower price receiving only a proportion of the shares 
tendered for. This prevents the concentration of shares in the hands of one party. 


As the shares are issued at only one price and not at several, investors who made tenders at high prices will 
usually pay less than the amount tendered. 


Preference shares 
Preference shares usually carry no voting rights and have no right to share in excess profits. 


e Benefits: They can be attractive if a company is looking to raise new capital but wants to avoid additional 
debt and does not want to dilute the ordinary shareholders’ influence. 


e Drawbacks: While the dividend on ordinary equity shares will vary from one period to the next, preference 
shares offer a fixed rate of dividend each year. This is not guaranteed and if the company has insufficient 
profits the dividend may not be paid. However, most preference shares are ‘cumulative’ so that all arrears 
in preference dividends have to be paid before equity dividends can be paid. They are expensive to issue 
and to finance. 


Going public 


At some stage a successful large company may decide to obtain a full listing (‘go public’ or ‘float’) on the Main 
Market of Stock Exchange. 


Advantages 


e Gives access to a large source of finance 
° Improves the marketability of shares, which should increase the value of the company 


° Improves the standing of the company, as it will be under more scrutiny once listed, so raising more 
finance may then be easier 


Disadvantages/problems 

° Cost: costs run into hundreds of thousands of pounds even for modest issues 
° Dilution of control (at least 25% of the company has to be in public hands) 

e Need to have traded for three years 
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° Having to answer to other investors — often professional institutional investors 
e — Greater scrutiny of the affairs of the company and the actions of the directors 


e Listing might not be successful unless the business is worth at least CU500m (often referred to as market 
sentiment) 


e Possibility of being taken over 


e Extra costs of control and reporting systems to meet the increased demands on the company. A listing 
agreement commits directors to certain levels of compliance, of reporting to shareholders and of corporate 
governance (we shall see more about this in Chapter 12). 


The process for obtaining a full listing on the Stock Exchange involves a number of specialist advisors. 


Company sells shares to 
raise capital 


Investing public 


Sponsor: usually an 
investment bank, can also be 
stockbroker, accountant etc 


— Assesses whether 
flotation is appropriate 


Solicitors 


Helps draft prospectus 
P Bee - Deal with 


legal aspects 


Corporate broker 


Co-ordinates all advisors 


(Can be same organisation as 
sponsor, in which case roles 
are combined) 


Prices and underwrites 
the issue 


— Advises on market 
conditions and likely Registrars 

demand 

— Record 
ownership of 


shares 


Generates interest with 
investors 


Accountant 


Helps with issue method 


— Involved in long-form 
and pricing 


report (financial 
controls, track record, 
financing and 
forecasting) 


May organise sub- 
underwriting 


7 Sources of debt finance 


Section ¢ overview 


Overdraft — - short- rm ‘finiane’ from a bank. 
Debt factoring — use of debt factors: helps manage the risks of offering credit. 
Term loans = traditional finance from the banking sector. ae le ee 
eee Loan stock — financial instruments detailing interest; repayment, redemption < date and ownership. 
ee Leasing — a major source f funding for capital expenditure. Hiss 

SMe Other forms. of debt - ~ iievant to . valiety of Organisations depending on the c text, 


7.1. Overdraft 


Definition 


Overdraft: An overdraft is a short-term loan of variable amount up to a limit from a bank, typically repayable on 
demand. Interest is charged on a day-to-day basis at a variable rate. 
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Overdrafts are used by businesses to meet their short-term cash deficits. They are inappropriate as part of 
a company’s long-term capital base because they are normally repayable on demand. This means that the 
bank offering the overdraft is not committed to making that money available on an ongoing basis, as would be 
the case with say a term loan (see section below). 


In spite of this, many companies take the risky step of having a permanent overdraft ie they use it as a long- 
term source of finance. 
7.1.1. Advantages of an overdraft 
° Flexibility: an overdraft can be used and repaid as desired, giving the borrower 
e Cost: overall interest cost can be lower than a term loan, as interest is only paid when overdrawn 
7.1.2 Disadvantages of an overdraft 


e — Risk: as it is repayable on demand it is not strictly suitable as a long-term source of capital, since banks 
can — and do — demand immediate repayment 


e Cost: if the account is permanently in overdraft, the overall interest cost is higher than with a term loan as 
the interest rate is generally higher 


e Control: the bank may require security on assets of the business 
7.2 Debt factoring 
[uum Definition 


LL Debt factoring: the business receives loan finance and insurance — known as non-recourse factoring — so 
that, in the event that a customer does not pay, the business does not have to repay the loan 


The services typically offered by a debt factor include: 


Financing the credit taken Offering credit to customers creates cash flow problems, which can be 
by customers particularly acute for small businesses. Debt factors help by giving the business 
a loan of, say, 80% of the amount due from customers. When they pay at the 
end of their credit period, the business repays the loan from the debt factor, 
together with any interest and fees. 


Insuring receivables Offering credit to customers invariably carries a cost in the form of irrecoverable 
debts. Debt factors can assess the risk of whether customers will pay and offer 
insurance, in return for a premium. 


Managing the running of The debt factor can carry out all aspects of running a receivables ledger eg 
the receivables ledger invoicing, credit control, debt collection etc. For small businesses keen to keep 
their overheads down it can make sense to outsource this function to a 
specialist, efficient agency. 


7.3. Term loans 


Definition 


A term loan is a loan — typically but not always from a bank — where the repayment date (its termination) is set 
at the time of borrowing and, unlike overdrafts, they are not repayable on demand, unless the borrower defaults 
on repayment. 


° Interest rates on term loans can be fixed or variable. The variable (or ‘floating’) rate is usually set at a 
certain % above base rate or LIBOR. Variable rates avoid the problem of the business being locked into a 
high fixed rate loan but they make cash flow planning difficult. A fixed rate loan could, of course, lock the 
business into a low interest rate but these are not always available 
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e Arrangement fees are usually payable on term loans, but these are small compared with issue costs for 
loan stocks on the Stock Exchange 


e Security: term loans are usually secured against assets or, in smaller companies, by directors’ personal 
guarantees 


° Flexibility: repayment schedules are flexible and interest ‘holidays’ of typically up to two years can be 
negotiated to allow new ventures to become established before cash has to be used to repay a loan. 


Loan stock 


Definition 


Loan stock: debt capital in the form of securities issued by companies, the government and local authorities. 
These are also referred to as bonds or debentures. 


The holder of loan stock has much more assurance about what cash they will receive and when, which is 
attractive compared to the uncertainty faced by a shareholder. 


Loan stock is both an investment for the lender and borrowing for the company, so its terms are drafted 
according to what the parties want. 
“Coupon (interest) * ‘The annual interest is the coupon rate x the nominal value of the stock eg on 
rate CU100,000 nominal of 10% loan stock the annual coupon is CU10,000 
e Can be fixed rate (usually referred to as bonds), or variable rate (usually 
referred to as floating rate notes). 


e The coupon can sometimes be set at zero, in which circumstance the yield to 
investors is generated by the difference between what they buy the bond for 
and the redemption value. This generates a capital gain rather than income. 


Redemption salua?. _ e «6A CU100,000 loan can be repaid at par (with CU100,000) or at a premium > 
(say, CU105,000) or discount (say CU95,000) to the par value. 


In receiving CU105,000 investors will find the stock more attractive and so be 
happier to accept a lower or zero coupon rate, which eases the company’s 
cash flow. 


Redemption date * Loan stocks are normally medium- to long-term. Some bonds are undated 
(perpetual or irredeemable). 


e If the holder needs the capital back on undated bonds, they must sell the loan 
stock. 


Recipient e Some bonds eg eurobonds, are ‘bearer’ bonds. The holder of the bond - 
whoever that is — will receive the payments due. 


Leasing 


Leasing is a particularly important source of finance and is now a common means of financing for vehicles, 
office and production equipment, etc. 


Definition 


A finance lease is a lease that transfers substantially all the risks and rewards of ownership of an asset from 
the lessor (the finance company or bank) to the lessee (the business). An operating lease is any other lease. 


Business and personal finance 


_ Finance lease Operating lease 


This is essentially long-term debt finance: a_ This is essentially the short-term rental of an asset. 
purchase of the asset by the lessee, financed by a 
loan from the lessor. 


One lease exists for the whole or major part of the The lease period is less than the asset's useful life. 
asset's useful life. 


Either ownership passes to the lessee at the end of Ownership remains with 1 the lessor. 
the term, or any secondary lease period is at a very 


low rent. 

The | lessor does not usually deal ‘directly i in in this. type of The lessor usually carries on a trade | in this type “of 

asset eg banks leasing airliners. asset eg building contractors leasing equipment to 
builders. 


The lessee takes on n the risks 0 or r rewards of ‘ownership The lessor i is is normally responsible for. repairs ‘and 
eg bears the risk of downtime. maintenance. — 


The lease agreement cannot be cancelled | or early ~The lease can ~ sometimes. “be ‘cancelled at ‘short 
cancellation charges mean the lessee effectively has _ notice. 
a liability for all payments. 


7.6 Other forms of debt 
7.6.1. Money markets 


As well as using the money markets to invest surplus cash, a large business could also access them for 
borrowing large amounts on a short-term basis, ie less than a year. Transactions are typically CU500,000 or 
more and are at comparatively low rates of interest. 


7.6.2 Securitisation (asset-backed borrowing) 


Asset-backed securitisation is a device used by banks and very large companies with highly reliable earnings 
streams. It involves the pooling of relatively small, homogeneous and illiquid financial assets — such as long- 
term loans to individuals secured by mortgages over their homes — into liquid assets which are sold to other 
institutions. The long-term assets — the right to receive future interest and capital payments — are replaced with 
cash, improving liquidity. 


7.6.3 Public sector grants and loans 


Both the UK government and the European Union make grants and loans to businesses at no or low cost. They 
are given to encourage training, research and development, investment in equipment and so on, and are often 
specific to particular areas in the UK. 
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| Section ove rview . 


 Proble ss ‘growing businesses have particular: characteristics that manifest t themselve Si as robles in 
raising inance. : ee ne 


ia ra ‘Solutions _ there are a a diversity of sources of finance that have arisen 6 iieet the parteutar is issues 5 fatliny 
ne _ growing businesses, including business angels, venture capital (VC), and the Stock Exchanges. . 


Interactive question 1: Problems of small businesses [Difficulty level: Intermediate] 


What are the likely characteristics of small but growing businesses that create financing problems? 


See Answer at the end of this chapter. 
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Smail businesses are unlisted so it is more difficult for equity investors to buy and sell shares. Small 
businesses therefore usually rely on retained earnings, rights issues, term loans from banks and leasing. If a 
business wishes to grow these sources of finance might prove insufficient, but the business may not be ready 
for a listing on the Stock Exchange. There may be a funding gap, which may be met in various ways. 


8.1 Business angels 


Wealthy individuals investing CU10,000 or more in start-up, early stage or expanding businesses. They tend to 
invest at an earlier stage than most formal venture capitalists (see below). In other respects they are similar in 
terms of investment, returns required and so on. 


8.2 Venture capital (VC) 


foal Definition 


LL Venture capital is the provision of risk-bearing capital, usually in the form of a participation in equity, to 
companies with high growth potential. 


A company which has potential, but with little assurance that the potential can be fulfilled, is high risk so 
providers of venture capital will expect high returns (eg 25%—40% per annum). In addition, the VC will often 
(though not always) request a presence on the board of the company. Venture capital can be distinguished 
from other forms of equity finance because: 


e — it is more participatory (they usually expect 20%-49.9% of the shares of a company, large enough to 
allow the venture capitalists to exert some control over the running of the business, but not so large that 
they become majority shareholders) 


e it is provided with regard more for the long term than the short term, although the actual involvement by 
the VC is unlikely to extend beyond the medium term 


e the investor provides advice and is able to influence management, but does not take on the running of 
the business themselves 


* — much of the return from providing the capital is in the form of capital gains after three to five years rather 
than steadily from the beginning, since by their nature companies needing venture capital will not be able 
to pay cash dividends in the early years 


* akey issue is the VC's exit route, ie how the VC can liquidate the investment. This can be by: 


—  atrade sale - the VC’s shares, or indeed the whole company, is sold to another company 
— flotation 
— buy-back of shares on re-financing 


| 
Interactive question 2: Financing a business through its growth phase 
Lo 


[Difficulty level: Intermediate] 
lan’s Sandwich Empire 


lan starts up on his own selling sandwiches from home, and the business develops into a national one over 
time. Given the characteristics at each stage, suggest possible sources of finance. 


Stage Characteristics Possible sources of finance 


Start-up Very smail scale. 
Make at home. 


Deliver by car to local customers (offices, trading 
estates etc). 


Growth to CU1,000,000 Need small premises and a van. 
revenue pa 
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9.1 


9.2 


9.2.1 


Stage Characteristics Possible sources of finance 


(Organic) growth to Need new larger premises with refrigeration and 
CU5,000,000 revenue pa refrigerated vans. 


_fevenue pa organic growth and acquisition. 


Growth to CU20 million Established a brand/namelreputation and wants 
revenue pa by acquisition to expand regionally. 


Growth to CU50 million Want to use brandiname/reputation more widely 
revenue pa — sell ready-made sandwiches to __ local 
independent retail outlets and local branches of 
national retail chains (using their r brand) on credit. 


Growth to ‘CU500 million Expand to national scale, by combination of 


See Answer at the end of this chapter. 


Financing exports 


es additional trading risks, which hn include physical credit, trade 


ble debt) risks can be feduced' ina vatiety of ways, including the | use 
of red and ‘export credit seeing ee 


Trading risks 


Both importers and exporters will face risks which are greater than those faced by domestic traders as a 
consequence of political risk and cultural risk as well as the increased distances and times involved. 


Types of trading risk include: 


e Physical risk — the risk of goods being lost or stolen in transit, or the documents accompanying the goods 
going astray 


e Credit risk — the possibility of payment default by the customer. This is discussed further below 


e Trade risk — the risk of the customer refusing to accept the goods on delivery (due to substandard/ 
inappropriate goods), or the cancellation of the order in transit 


° Liquidity risk — the inability to finance the credit given to customers 


Such risks may be reduced with the help of banks, insurance companies, credit reference agencies and the 
government’s export credit agency. 


Other ways to reduce these risks include risk transfer. For example a business shipping parcels overseas may 
agree a contract obliging the courier to pay for losses in excess of its statutory liability. 


Reducing credit risk 


Methods of minimising credit or irrecoverable debt risks are broadly similar to those for domestic trade: the 
company should vet the creditworthiness of each customer, and grant credit terms accordingly. There 
are further methods however in particular relation to foreign trade. 


Bills of exchange 


A bill of exchange is a document that is drawn up by the exporter (seller) and sent to the overseas buyer's 
bank, which accepts the obligation to pay the bill by signing it. Payment is therefore guaranteed by the 
buyer's bank, which means that the seller can then sell or ‘discount’ the bill to a third party in réturn for cash 
now. Thus the procedure both mitigates the risk of irrecoverable debts and can also provide liquidity. 
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Letters of credit 


Letters of credit provide a method of payment in international trade which gives the exporter a risk-free 
method of obtaining payment. The arrangement must be made between the exporter, the buyer and 
participating banks before the export sale takes place. 


¢ The exporter receives immediate payment of the amount due to him, less the discount, instead of 
having to wait for payment until the end of the credit period allowed to the buyer 


e The buyer is able to get a period of credit before having to pay for the imports. 


Documentary credits are slow to arrange, and administratively cumbersome; however, they are usually 
essential where the risk of non-payment is high, or when dealing for the first time with an unknown buyer. 


The procedures are as follows where there is a Bangladesh exporter and a foreign buyer, say in Brazil 
(obviously it could work equally well for a Brazilian seller and a Bangladesh importer). 


e The parties first of all agree a contract for the sale of the goods, which provides for payment through a 
letter of credit. 


e« The buyer then requests a bank in Brazil to issue a letter of credit in favour of the exporter. This bank is 
known as the issuing bank. 


e — The issuing bank, by issuing its letter of credit, guarantees payment to the exporter. Banks are involved 
in the credits, not in the underlying contracts. 


e The issuing bank asks a bank in Bangladesh to advise the credit to the exporter. 
e The advising bank in Bangladesh agrees to handle the credit on terms arranged with the issuing bank 


in Brazil. 


Export credit insurance 
Definition 


Government of Bangladesh has introduced Export Credit Guarantee Schemes (ECGS) to deal with credit risks 
associated with the export trade. Sadharan Bima Corporation has been entrusted with the responsibility of 
administrating the scheme by the government of Bangladesh. 


OBYECTIVES AND FUNCTIONS: 


The primary objective of Export Credit Guarantee Department is to boost up and strengthen the export 
promotion drive in Bangladesh - 


e by offering guarantee to banks and financial institutions to enable exporters to a obtain easily better loan 
facilities from them both in pre shipment and post shipment stage. 


e by providing a credit risk insurance cover to exporters against losses resulting from both commercial and 
political risk in respect of goods sold to foreign buyers on credit 


Export credit insurance is not essential if exporters are reasonably confident that all their customers are 
trustworthy, but it helps cover some of the special risks involved in exporting. 


e Time: If an export customer defaults on payment, the task of pursuing the case through the courts will be 
lengthy, and it might be a long time before payment is eventually obtained. 


e Variety: export credit insurance covers non-payment for a variety of risks (described below), not just the 
buyer’s failure to pay on time. 


The guarantee contained in short-term export credit protects against non-payment by an overseas customer as 
a consequence of: the creditworthiness of the foreign buyer (buyer risks) and also the economic and political 
risks in the overseas country (country risks). Particular aspects of these two risk types are as follows: 


Business and personal finance 


Buyer risks ' Country risks 


Insolvency of the buyer A general moratorium on debts to overseas suppliers 
which might be decreed by the government of the 
buyer’s country 

The buyer’s failure to pay within six months of the Political events, economic difficulties, legislative 

due date, in cases where the buyer has accepted the measures or administrative measures arising outside 

goods sent to him by the exporter the UK which prevent or delay payments under the 
contract 


The buyer’s failure to accept the goods sent to A ‘shortfall’ in revenue to the exporter caused by 
him (provided non-acceptance of the goods has not foreign exchange losses when the exporter has to 
been caused or excused by the exporter's own accept payment in a local currency for a debt which 
actions, and the insurer decides it would serve no should be paid in sterling 

useful purpose for the exporter to take up or pursue 


Personal financial management or financial capability is a broad concept, encompassing an individual 
person's knowledge and skills to understand their own financial circumstances, along with the motivation to 
take action. Financially capable consumers plan ahead, find and use information, know when to seek advice 
and can understand and act on this advice, leading to greater prosperity. 


Definition 


Financial capability: an individual being able to manage money, keeping track of their finances, plan ahead, 
choose financial products and stay informed about financial matters. 


A 


If a person were to sit down and develop a strategy for their own personal financial management — rather as a 
business does — the key issues they would address are as follows: 


e What are my financial and other objectives? 
e What is my attitude to risk? 


e What are my current individual circumstances? 
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e What is my current income and expenditure? 
e What immediate action do | need to take? 


- Borrowing 

— Investment and saving 
- Protection 

- Retirement planning 

— Estate planning 


We shall look at each of these issues now. 


Individual objectives and attitude to risk 


At any particular point in time any individual is likely to have a number of objectives, for which some financial 
provision may be required. Examples of such objectives in the short to medium term include: 


® Saving for a deposit on a house 

° Paying for a child’s university education 

° Retraining 

e Covering the cost of caring for small children 
e Replacing a car 

e Clearing credit card and other unsecured debt 


Achievement of these short to medium term objectives may be seen as essential by the individual, but 
the same individual might have other longer term objectives in mind as well: 


° Starting a business 

e Going on a ‘dream’ holiday 
e Buying a vintage car 

° Owning a second home 

e —_ Retiring early 


These longer term objectives may be seen as less essential to the individual; they are something the 
person accepts that they will have to do without if returns are not sufficient. 


The effect of the relative difference in immediate importance of objectives to the individual therefore is that: 


e less risk is desirable in the achievement of short to medium term or high priority objectives, even 
though this means lower returns will be expected 


e more risk is acceptable in relation to achievement of the longer term or lower priority objectives, in the 
hope that this will create higher returns and so increase the chance of the objectives being achieved 


Every individual is different, and the ways in which people rank their objectives and their risk attitude in 
relation to different objectives vary. For one person, having enough money to spend on a comfortable home 
may take a higher priority than having the finance to travel widely. Another person may treat travelling as a 
higher priority than spending on a home. 


Individual circumstances 


There are various life stages, and people have differing financial needs and differing risk profiles. 


Life cycle, age and commitments 


individual circumstances may differ widely, but some aspects of common life stages encountered in different 
approximate typical age groups are described below. 


e Minors (under 18). A person under 18 may have very little in the way of financial management to do. 
They are likely to be dependent on one or two parents and nobody is going to suffer financially if they run 
out of money. A parent or grandparent who wants to give the minor a ‘head start’ is able to open a 
stakeholder pension for a child of any age, but the most important consideration at this age is education 
and having a plan for a good career. 
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e Single and working (18 to 30). A person in their early to mid-twenties may not yet have any dependants 
but may be financially independent of their parents even if they are still living at home. They may be 
renting a flat or possibly even buying a home. They are unlikely to have accumulated much capital as 
they may just spend everything they earn. They are more likely to be employed than self-employed. 
Retirement planning is worth starting in this age band: the effect of compounding of returns means that 
investment in retirement savings from a relatively early age can pay off. 


e Couple working but no dependants (20 to 30). No longer dependent on parents, they will be earning 
and either renting or buying a home. This is the time when a couple will be building up their income at 
the fastest possible rate before the expenses of looking after children begin. 


e One or both of a couple working, with dependants (25 to 40). The vital issue is to maximise income 
so that dependants can be supported, but expenditure (on childcare etc) is likely to use up most or all of 
income. 


e Couple with older children (35 to 50). This is the point when the expenditure is probably at its highest. 
University costs increase the burden. The couple may again have two incomes and possibly even have a 
higher net income despite the higher level of expenses. 


e After children: ‘empty nesters’ (45 to 60). When children have left home, their parents have their 
highest net income as a result of lower expenses relating to children. This is the key time for saving and 
investment. 


e Retired (60 or 65 plus). Significantly lower income than when working is offset by savings that have 
been built up. The individual has more free time, which they may or may not wish to devote to managing 
their finances and ensuring that grandchildren are well provided for. 


10.2.2 An individual’s risk profile 


Every individual has their own views, aspirations and attitudes. Attitudes to risk vary widely, and this 
particularly affects savings and investment choices. Some individuals will be reluctant to take on any 
significant risk of loss of their capital, while others are prepared to ‘gamble’ to a degree with their savings. 


Attitudes to risk vary according to the different objectives of the investor. An investor may have a core 
amount of money as ready cash (effectively with no risk) that they wish to keep as an emergency fund, while 
they may be prepared to take greater risks with other money they hold. 


10.2.3 Personal budgeting 


Just like a business, an individual should make sure they budget for their personal finances. Constructing a 
simple spreadsheet is an easy way to set out such a budget and make sure that nothing gets forgotten. 
People who know how they spend their money will generally have better control over their personal finances 
than those who do not budget. 


Every individual is different but the following categories for a budget are typical: 


Income Outgoings 


Gross earnings from job or self-employment Tax 


Pensions from former employers or personal pension _—‘ Mortgage, rent, home maintenance 


State pension Council tax 

Child benefit, tax credits and other state benefits Utility bills 

Interest from savings accounts Food, drink and personal care 
income from investments (shares, unit trusts etc) Clothing and footwear 


Household goods 
Travel (car, train etc) 
Holidays 


Social life 
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Taking action 


Having established one’s objectives and attitude to risk, and having worked out one’s budget, the consumer 
should proceed as follows: 


° If outgoings exceed income, there is an income shortfall: cut back on spending to keep it within income. 
For example, if there are borrowings, there may be ways of re-arranging these so that the overall interest 
burden is lower. A further advance might be sought on a mortgage, at relatively low cost, to replace higher-cost 
credit card, personal loan or other borrowings. In this type of case, the costs of re-arranging loans should be 
considered. 


e If income exceeds outgoings, you could put your surplus income towards achieving your financial 
objectives. 


Budgeting can also be an excellent aid to planning possible changes in an individual’s circumstances. For 
example: 


e What will be the impact on a family’s finances if a child is sent to a fee-paying school for their two final 
years of schooling? A budget covering the years concerned will help to show whether this can be financed 
from income, or whether loans may be required or investments may need to be sold. 


e What will be the effect of a salary earner switching to part-time working? Expenditure may be affected as 
well as income: travel-to-work costs may be lower, although there could be additional costs if the person is 
planning to take up new interests as part of the change in lifestyle. 


We shall now look briefly at the areas in which action is possibly needed by an individual who has taken control 
of their personal financial management. 


Borrowing 


We saw earlier in this chapter how the financial system plays a role in channelling money from those who have 
a surplus to invest to those who wish or need to borrow. We also looked at how businesses borrow. 


In this section we shall see that the key distinction when it comes to individual borrowing is whether the 
borrowing is secured on assets (typically the individuals’ home) or unsecured. 


Secured borrowing: mortgages 


For most people, home purchase is the largest type of transaction they will enter into in the course of their lives. 
Most home buyers are not able to finance the purchase of a home from their own capital resources and so will 
usually seek a loan from a bank, building society or other lender to finance the purchase. 


Definition 


A mortgage is a loan given on the security of a property. The borrower (the mortgagor) ‘mortgages’ the 
property: that is, the borrower creates a legal charge over the property to the lender (the mortgagee), as 
security for the loan. 
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The process is usually as follows: 


e The purchaser pays a proportion of the purchase price of a property — the deposit — and the balance is 
provided as a loan by the mortgage lender. 


e The interest rate on the loan may be fixed (for at least part of the mortgage’s term) or variable, often in 
relation to base rate (a ‘tracker’ mortgage). Because the loan is secured, the risk for the lender is lower 
and so the interest rate on mortgages is typically lower than for unsecured borrowing. 


e The loan is normally repayable not later than the end of a fixed term (usually 25 years) which is agreed at 
the inception of the loan. 


e The borrower gives the lender legal rights over the property for the duration of the loan. While the loan 
is outstanding, the property remains the lender's security that the loan will be repaid. The borrower 
cannot sell the property without repaying the mortgage, and if they do not make the required repayments 
on the loan (‘default’), after going through appropriate steps the lender can gain the right to take 
possession of the property, sell it, recover the amount of the loan (assuming the sale price is higher 
than the loan) and pay the balance after costs to the borrower. 
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e The loan is finally repaid according to the terms of the mortgage, so the legal rights over the property 
revert back to the owner at the end of the mortgage term. 


There are two main types of mortgage. 

e Capital and interest (also called a repayment mortgage) 

e Interest only mortgage, which is normally combined with a repayment vehicle (such as an endow 
policy) which will repay the capital at maturity. 

Unsecured borrowing 


Borrowing that is not secured on property comes in various forms. Given the lack of security, the risk for the 
lender is greater so the cost to the borrower is higher than for mortgages. 


e Current account overdraft: as for a business, an individual bank or building society customer will pay 
variable rate interest, typically on a daily basis, on the amount by which they overdraw their current 
account. If the customer exceeds authorised overdraft limits, a higher interest rate may be charged, and 
the bank may try to impose further charges because the account conditions have been breached. 


e Credit card borrowing: the account will have an authorised credit limit and interest (usually at a variable 
rate) is charged on the balance on the account, normally after an initial interest free period depending on 
the credit card statement date. If the full balance is paid off each month, no interest is charged. 


° Personal loans: the individual borrows a specific sum at a fixed rate and makes regular payments of 
capital and interest over the loan’s term (usually two to five years). Payments early in the loan’s term 
therefore consist mainly of interest, while later payments include a greater proportion of capital repayment. 


e Hire purchase: this is similar to a finance lease taken out by a business, so the customer does not own 
the item being purchased (for example, a car) until all the payments have been made. 


Investment and saving 
Savings and investment needs can be divided into short- and long-term needs. 


e — The short-term need may be for a car or a holiday, for which an obvious type of savings vehicle will be a 
deposit account, such as a bank or building society account. 


e  Longer-term needs could include investing for retirement or providing capital for children as they reach 
adulthood. These can include a huge variety of investment vehicles, including equities, bonds, investment 
and unit trusts, commodities such as gold, and property. 


An important consideration is ease of access. This will influence whether money is: 


* saved - easy, short-term vehicles which are highly liquid at lower risk and lower return, including an 
emergency fund which may be needed at very short notice, so it should not be tied up in accounts that do 
not permit easy withdrawals or 


e invested - more complex, long-term access which are much less liquid and at (possibly) higher risk and 
higher return. 


Risk is very important in relation to savings and investments. The risks faced by an individual investor can be 
categorised as follows. 


e Capital risk is the risk of losing part or all of the capital invested. 


e Shortfall risk applies when there is a financial target, and this is the risk that the chosen investments will 
fail to meet the target amount. 


e Interest risk is a term we can apply to interest-bearing investments and describes the risk that interest received 
will be lower than it might have been. 


e Inflation risk describes the risk that rising prices will reduce the purchasing power of what is invested. 


An individual with a relatively large amount of money to invest should aim for a diversified investment 
portfolio made up of different asset classes, mixing lower-risk deposits or bond investments with higher-risk 
property and equity investments. 


You will cover more about diversifying risk, plus the tax aspects of investments, in your Professional level 
studies. 
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Protection 


Life always involves risk of various kinds and a key part of personal financial management involves risk 
management. In Chapter 5 we saw that meant a combination of: 


e Avoidance: not doing the risky activity, 


° Reduction: doing the activity, but using whatever means are available to ensure that the probability of the 
event occurring and the impact if it does are as small as possible, 


e —_ Sharing: taking out insurance against the risk involved in the activity, and then 
e Acceptance: of the remaining risk 


Insurance therefore is a means of sharing the risk that we are not prepared just to accept, so that the 
individual has adequate protection against the occurrence of risks. 


e The need to comply with regulation requires an individual to have some types of insurance, such as 
motor insurance and employers’ liability insurance 


e Other external requirements necessitate some types of insurance, such as a mortgagor requiring the 
mortgagee to obtain buildings insurance 


e The need to protect oneself in the event of harm leads people to take out insurance against sickness, 
injury, long-term disability redundancy and theft of possessions 


e The need to protect one’s dependants leads people to take out life insurance 


Retirement planning 


Longer life expectancies and lower birth rates than in the past have all contributed to the relative ageing of our 
population. There are more people who are over retirement age than in the past. Planning for retirement, when 
people need money to meet expenses, but no longer have their full working income, is an important issue at 
the level of national policy as well as for the individual. 


The issues to be considered are: 
e Planned age of retirement 
e Income expectations for retirement 


e Whether there are expected to be dependants, such as a spouse, children or grandchildren, during 
retirement 


e What assets will be available at retirement, including businesses, property, investments, savings and 
pension funds 


e What provision from the state can be expected, such as the state pension 


Estate planning 
Someone’s estate is the wealth they leave when they die. Estate planning is therefore concerned with: 


° how that wealth is passed on to beneficiaries, who may typically be children or grandchildren. The 
sensible option being to make a will so that who gets what is clear — this is a specialist area 


e how far the estate’s liability for inheritance tax (due on death) can be minimised — this topic is covered at 
the Professional level. 
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Summary and Self-test 


_ Summary 


Money 
transmission Relationship Bank of England 


Primary Secondary 
Money markets 


Financial 


3 es Banking system 
intermediation 


Motives for Business finance 
holding cash 


Profitability Liquidity 


Trade credit 


Short Long 
Overdraft term term 
finance finance 


Cost v Risk 


Aggressive Average Defensive 


Risk/Return 


Liquidity 


Borrowing Savings/investments 


Personal financial 
management 


Process 


Insurance 
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Capital 


markets 


Exports 


Equity 


Loans 


Cost v Risk 


Retirement planning 


Estate planning 


Self-test 


Answer the following questions. 
1. Capital markets in Bangladesh are split into 


A Dhaka Stock Exchange and Bangladesh Bank 
B Stock markets and bond markets 

C Primary and secondary markets 

D Securities markets and banks 


2 Which of the following are financial intermediaries? 


A Retail banks 

B Merchant banks 

C Building societies 

D Insurance companies 
E Pension funds 


3. Which of the following is NOT an alternative name for a primary bank? 


A Retail bank 

B Commercial bank 
C Merchant bank 

D Clearing bank 


4 A bank’s loan to a customer is secured by a charge on the customer’s house. Who is the mortgagor and 
who is the mortgagee? 


What is a fiduciary relationship? 
List three rights and three duties of a banker. 


Mise RS is a loan for a fixed amount for a specified period. 


on Oa 
> 


With a finance lease, who is responsible for upkeep of the asset? 


A _ The lessor 
B- The lessee 


9 Which of the following sources of finance to companies is the most widely used in practice? 


A __ Bank borrowings 
B_ Rights issues 

C New share issues 
D_ Retained earnings 


10 Debentures are more similar to equity than preference shares. 


A True 
B- False 


11. Holders of loan stock are long-term receivables of the company. 


A True 
B- False 


12 Why should a non-current asset NOT be financed by current liabilities? 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 


Business and personal finance a 


Answers to Interactive questions 


Answer to Interactive question 1 


Financing problems of small businesses - 


Management A lack of knowledge about the possible sources of finance available, and a potential lack of 
financial acumen, may compound the inherent problems facing a small business | 


History Businesses in their early stages of development are small. Such businesses ack ¢ any 
convincing trading history upon which potential investors can rely, making them 
unattractive investments 


Size A small business will lack aedets to offer as Security: It will ‘ais have less anversity: of 
products and markets to spread risk, and the small scale of business will not generate 
reliable cash flows, all of which preclude investment finance 


Answer to Interactive question 2 


Stage Characteristics Possible sources of funds 


Start-up Very smail scale. Savings or second mortgage on home. Borrow from 

Makeathamne family and friends (no security or past record, so bank 
. reluctant to lend). 

Deliver by car to local 

customers (offices, trading 


estates etc). 


Growth to CU1 Need small premises and a a Borrowing from bank to purchase premises s (secured by 
million revenue pa van. premises and personal guarantees) or lease premises. 
Possibly grant, but unlikely as not innovating, employing 
people in an area of high unemployment (eg former 
coalfield) o or ‘manufacturing. 


(Organic) growth ‘to Need | new | larger premises Borrowings from bank secured by. premises or lease. 
CU 5 million with refrigeration and 


Become a limited company (Ltd) and bring in new 


revenue pa refrigerated vans. shareholders/money. 
Possibly grant, as it may be possible to site the new 
premises in an area offering grants to create 
employment. 

Growth to CU20 Established a (Secured) bank borrowings | remain. Acquisition is higher 

million revenue pa_ brand/name/reputation and risk; main possibilities: 

by acquisition wants to expand regionally. 


Issue more shares. 


e Venture capital or business angels (although they 
tend to prefer bigger deals than this). 


e Loans (at higher interest than bank, acknowledging 
the higher risk and lack of security). 
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Stage Characteristics Possible sources of funds 


Growth to CU50 Want to use Main sources likely to be: 

million revenue pa brand/name/reputation 
more widely — sell ready- 
made sandwiches to local 
independent retail outlets (Now ata viable size for this) 
and local branches _ of 
national retail chains (using ® | Loans/debentures. 
their brand) on credit. 


¢ — Continuing bank borrowings (secured). 
e Venture capital or business angels. 


e Invoice discounting (now they have receivables and 
they are reputable). 


Growth to CU500 Expand to national scale, by Convert to pic and float on Stock Exchange (AIM or Main 
million revenue pa combination of organic Market). 
growth and acquisition. 
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Answers to Self-test 


1 Cc Securities markets comprise stock markets and bond markets; together with banks they operate in 
the primary capital market (ie as a source of funds for business), but they also act as the secondary 
market which ensures that holders of securities can sell and buy securities so as to manage their 


wealth 

2 All of them. 

3.¢6C A merchant bank is a secondary bank 

4 The customer is the mortgagor and the bank is the mortgagee. 

5 A relationship based on trust in which the superior party must act in good faith. 

6 Examples of rights include: to levy reasonable charges and commissions; to use customer’s money 
in a legal and morally acceptable way; and to be repaid overdrawn balances on demand. Examples 
of duties include: to honour customers’ cheques; to receive customers’ funds; to comply with 
customers’ instructions; and to provide statements in a reasonable time. 

7 A term loan is a loan for a fixed amount for a specified period. 

B The lessee. 
Retained earnings 
10 B False. Debentures are a form of loan stock and are more similar to preference shares as there is 


usually a fixed rate of interest 
11 B False. They are long-term PAYABLES of the company. 


12 When the loan becomes repayable, the company cannot be certain that it will have generated 
enough profits to repay the loan. 
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Introduction 


Learning objectives Tick off 

e identify the importance to the public interest of high quality, accurate financial reporting and CJ 
assurance 

e Specify the rationale for key parts of the accountancy profession's work [ ] 

e Specify the links between technical competence and professional responsibility [ | 


e Specify the rationale for accounting principles, accounting standards, sound business C] 
management and the public interest 


Specific syllabus references are: 4a, b. 


Syllabus links 


The topic of professionalism in accounting underlies many areas of the Certificate, Professional and Advanced 
syllabuses. 


Examination context 
Questions on the professional accountant will almost certainly appear in your exam. 


Questions are likely to be set in multiple choice format and in a scenario context, though knowledge-type 
questions are also likely on particular definitions and principles. 
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1 Introduction to the necOuntancy piolessien 


Section overview 


eo A professional has sk hr ‘eal ‘competence and professional values. 


e The accountancy professic nis concerned with assurance and financial reporting SO 5 that people may t y make 
resource allocation decisions. ¢ oe ee aes oe ne 


The accountancy a eeeeeian started to take shape as an organised group of professionals in the early to mid- 
nineteenth century. Initially it grew as a result of the commercial and legal activities involved in personal 
bankruptcy, and the insolvency and winding up of limited companies, but from quite early on the profession 
began to incorporate many of the features that are familiar today. The Institute of Chartered Accountants of 
Bangladesh (ICAB) was formed in 1973 by Presidential Order No. 2 of 1973. The Institute of Chartered 
Accountants in England and Wales was formed in 1880 by Royal Charter; the earliest accountancy societies 
can be traced back to Scotland in 1853. 


For the purpose of this chapter the term ‘professional accountant’ is limited in meaning to a member of the 
ICAB. 


gam Definitions 


LI -Professional: A person who ‘professes’ to have skill resulting from a coherent course of study and training 
based on professional values, and who continues to develop and enhance those skills by experience and 
continuing professional education. 


Accountancy: the profession of accounting which comprises measurement, preparation, validation, disclosure, 
auditing of and provision of assurance and advisory services on financial information. 

Accountancy profession: The profession concerned with the measurement, disclosure or provision of 
assurance about financial information that helps managers, investors, tax authorities and other decision makers 
make resource allocation decisions. 


Thus at the heart of the accounting profession are: 


e —_- Financial reporting, and 
e Assurance 


or Definitions 
OL Financial reporting: The provision of financial information about an entity to external users that is useful to 
them in making decisions and for assessing the stewardship of the entity’s management. 


Assurance: The expression of an opinion or conclusion by a professional accountant in public practice which is 
designed to enhance the confidence of intended users. 


er Interactive question 1: Accountancy profession [Difficulty level: Intermediate] 


Ce) Think back to when you first decided that you wished to follow a career as a professional chartered accountant. 
What were your motives? What were the reactions of your friends and family? Would they have been different if 
you had chosen a career in general management under a large company’s Management Trainee Scheme? If 
so, where did the differences lie? What did the term ‘profession’ mean to you then, and what does it mean 
now? 


See Answer at the end of this chapter. 
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2.1 


2.2 


The importance of the accountancy profession 


The work of the accountancy profession is most important and relevant to supporting: 


e —_ The effective working of capital markets, and 
e The public interest. 


The effective working of capital markets 


The accountancy profession is actively involved in ensuring that organisations (both private and public sector) 
have access to sufficient finance. We have covered sources of finance in Chapter 8. 


The capital markets can only operate effectively where there is accurate and open information which can be 
used by investors and other providers of finance to make decisions, as we saw in Chapter 6. If there is 
inadequate information, or if information is available to some people and not others (asymmetric 
information), then some or all investors are at a disadvantage. They will not make optimum decisions and will 
not make the returns that they seek. Ultimately confidence in the capital markets will erode, and the source of 
new capital for business would dry up. 


If financial statements demonstrate the qualitative characteristics that we saw in Chapter 6, they are more 
likely to be relied upon by investors. Hence it is in ensuring that there is high quality, accurate financial 
reporting and assurance that the professional accountant supports the effective working of capital 
markets for the benefit of businesses. 


We shall be seeing in Chapter 13 more about how (capital) market failures can undermine certain aspects of 
business. 


The public interest 


The public interest is in fact a fairly abstract notion. Who exactly is included in the term ‘public’, and how do we 
know what best serves their interest? However, a wording is used in the IFAC Code of Ethics which we shall 
adopt here: 


Definition 


Public interest: the legitimate interests of clients, government, financial institutions, employers, 
employees, investors, the business and financial community and others who rely upon the objectivity and 
integrity of the accounting profession (IFAC Code of Ethics s100.1) 


Working in the public interest means that professional accountants must keep up to date with the expectations 
of society in order to fulfill their role and build confidence in the profession. But how far should the public 
interest be served specifically by the accounting profession? 


‘Many of the areas in which professional accountants operate are technically complex. They provide 
advice on which others, such as shareholders in audited companies, may rely. It is therefore crucially 
important that the public should have confidence in [their] integrity.’ 


Regulation within the accounting profession 
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It is confidence in the profession’s expertise and integrity as demonstrated in high quality financial 
reporting and assurance that is most crucial: 


‘Public and investor confidence in financial reporting is achieved through the publication of consistently 
high quality reports that are informative, relevant and transparent and free of material misstatements, 
whether caused by errors, disclosure deficiencies, erroneous interpretations or intentional manipulation. 
Maintaining this confidence requires expertise and integrity across the profession.’ 


Review of Training and Education in the Accountancy Profession, Professional Oversight Board (POB) April 
2005 


This links professional accountants in business — the accountants who, as members of boards of directors 
or in exercise of the authority devolved by boards of directors, are responsible for preparing a company’s 
financial statements — with professional accountants in public practice who, as auditors or as professionals 
on other assurance engagements, are responsible for reporting on these statements. 


To be seen to have integrity as well as expertise, the professional accountant needs: 


‘A strong foundation in professional values and in the practical aspects of how these relate to the needs 
of users of accounts, including investors in capital markets... [S/he] should have a clear line of sight from 
accounting principles through accounting standards and other regulation to high quality financial 
reporting and governance and the public interest.’ 


Review of Training and Education in the Accountancy Profession, POB April 2005 


A key issue is that an accountant’s ethical behaviour serves to protect the public interest. The IFAC Code 
of Ethics $100.1 makes it clear that a distinguishing mark of the accountancy profession is its acceptance of the 
responsibility to act in the public interest. It states that this involves: 


‘Acting in the public interest involves having regard to the legitimate interests of clients, government, 
financial institutions, employers, employees, investors, the business and financial community and others 
who rely upon the objectivity and integrity of the accounting profession to support the propriety and 
orderly functioning of commerce. This reliance imposes a public interest responsibility on the profession. 
Professional accountants should take into consideration the public interest and reasonable and informed 
public perception in deciding whether to accept or continue with an engagement or appointment, bearing 
in mind that the level of the public interest will be greater in larger entities and entities which are in the 
public eye.’ 


IFAC Code of Ethics Section 100.1 


A key consequence of working in the public interest is that CAB members must report acts of misconduct 
which, if they were to go unreported, could adversely affect the good name of the profession. 


The IFAC Code of Ethics is issued to all members and states five fundamental professional principles or 
values with which the professional accountant in public practice must comply in carrying out their work (100.5). 
The first two principles, integrity and objectivity, are highlighted above as being the qualities which underlie 
the reliance of the public on accountants. 


This means that a professional accountant should show: 


e Professional responsibility (integrity) 
e — Technical competence (expertise) 


Professional responsibility 


Bee some other types 0 of pee 
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3.1 


3.2 


3.3 


Rigorous entry and education requirements 


Trust and ethical behaviour 


Many of the areas in which professional accountants operate are technically complex. Advice is provided on 
which others, such as shareholders in audited companies, may rely. It is therefore important that the public 
should have confidence in the integrity of professional accountants: they should be able to trust accountants, 
so professional accountants should behave ethically. 


e An accountant’s ethical behaviour serves to protect the public interest, as we have seen. 
° Ethical issues may be a matter of law and regulation and accountants are expected to apply them. 
e By upholding professional standards, the profession’s reputation and standing are protected. 


e Consequences of unethical behaviour include disciplinary action against the accountant by their 
employer or ICAB and adverse effects on jobs, financial viability and business efficacy of their 
organisation. 


e Accountants employed in the public sector have a duty to protect tax-payers’ money. 


The Code of Ethics: a conceptual framework 


There are two theoretical approaches that can be followed by a governing body such as the ICAB when 
developing a code of ethics for its members. 


e Compliance-based approach (also known as rules-based): the governing body will attempt to anticipate 
every possible ethical situation and lay down specific rules for members to follow. As with law, members 
are expected to follow the rules and will be accountable if they breach them — effectively members are 
legally bound. It is often called a ‘tick box’ approach to ethics and is well established in the US. ICAB Bye- 
Law, Schedule C, Code of Conduct, and Companies Act 1994 provisions relating to audit and accounts 
fall under this category. 


e Ethics-based approach (also known as framework-based): principles are set out which describe the 
fundamental values and qualities that members should embody. There is no attempt to prescribe detailed 
rules but general guidelines are developed to give advice on how certain situations should be handled. 
This approach means members follow examples of good or best practice. IFAC Code of Ethics is an 
ethics based approach. 


ICAB follows both the approaches. Professional accountants must comply with its five fundamental principles 
(integrity, objectivity, professional competence and due care, confidentiality and professional behaviour). 
‘Fundamental’ in this context means the principles form the bedrock of professional judgements, decisions, 
reasoning and practice. ICAB members must not only know them, but also apply them in their everyday 
work. 


The Code identifies potential threats to the principles and some corresponding safeguards. This conceptual 
framework enables members to apply ethical standards consistently in a rapidly changing business 
environment. Because the balance of threats and safeguards must be considered in each case, there is no 
opportunity to ‘get round’ rules by sticking to the letter but not the spirit of the requirements. 


We shall see a little later in this chapter how these principles were developed, what exactly they mean and how 
they help to ensure professional responsibility in practice. 


Regulation of the accountancy profession 


As well as requiring professional accountants in public practice to live by the fundamental professional 
principles, the accountancy profession has other methods by which public confidence is maintained in the 
professional responsibility of accountants. Professional regulation by the ICAB itself entails: 


Department (QAD). 


mp es F riige ne ca, ~~ Together these help to ensure 
Specific additional requirements for professional accountants engaged in technical competence. 


the reserved area of audit, such as maintaining COP and CPD hours. 


Oversight regulation of the ICAB’s professional regulation of its members 
by the Council of ICAB. ____ We shall come back to these 
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Technical competence 


The ICAB’s entry and education requirements 


The success of the accountancy profession in the Bangladesh has always been closely identified with its 
commitment to training and education. The principal requirements for initial admission to membership of the 
ICAB are: 


e Graduation, under-graduation with required grades from the recognized educational institutes/ colleges/ 
universities. 


e Completion of three years’/ four years’ training with an eligible practising Chartered Accountant. 

e Completion of a course of theoretical instruction 

e Passing the ICAB’s professional examinations 

e Submission of a certificate of suitability for membership signed by the member responsible for training 
° Payment of the admission and subscription fees 

By undertaking prescribed training and education the student accountant is: 

e Acquiring the knowledge and understanding that underlie what accountants do 


° Developing the skills and abilities necessary to perform the tasks and roles undertaken by the 
professional accountant 


° Building personal commitment and professional principles 


Accounting training covers both fundamental values and competencies and increasing quantities of 
technical knowledge and skills in tax, financial reporting, governance and related assurance requirements. A 
balance is needed between knowing the underlying principles and rules that apply to all or most transactions 
and knowing detailed requirements related to specialised transactions. There is an increasingly strong 
argument that the ability to read, understand and apply principles and rules is more important in students and 
newly-qualified accountants than knowledge of detailed technical rules. 


Most importantly students should be able to: 


e Apply basic accounting skills 
e Understand the accounting principles underlying financial reporting and assurance 
° Understand what the numbers that come out of the reporting process are telling them 


Continuing membership of ICAB 

To continue in membership all professional accountants must: 
e Obey the Institute’s rules and regulations 

e Pay the subscription fee annually, and 


e Undertake continuing professional development (CPD): this involves certain levels of relevant reading 
and/or course attendance. The purpose of the CPD requirements is to maintain expertise in a professional 
environment and individual career, especially regarding levels of technical and ethical competence. 


Members engaged in public practice must in addition: 


° Hold a Certificate of Practice (COP) : this is obtained by showing that the member has maintained 


appropriate levels of education and work experience 
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Reserved area of practice 


Most activities carried out by accountants are open to all. However, statutory audit service, which legislation 
requires to be carried out by members of ICAB which is the ‘recognised professional regulators’: 


The purpose of the legislation is to ensure, in the public interest, that those practising in the reserved area have 
the required level of technical competence and are subject to an appropriate disciplinary regime. 


The Institute is a recognised professional regulator for statutory audit. Its Audit Regulations is drawn up to 
meet the requirements of the legislation. They apply only to members or firms registered, authorised and 
licensed to carry out the statutory audits. 


The contents of the regulation cover: 

e —_ Eligibility 

e Conduct (integrity, monitoring, enforcement of discipline, etc) 
e Competence (eg continuing professional education) 


We shall see more about the overall regulation of the profession in Chapter 10. 


The work of the accountancy profession 


There are three basic aspects of the professional accountant’s work which should be appreciated by any 
accountancy trainee: 


¢ Maintaining control and safeguarding assets 
e __ Financial management 
e Financial reporting 


We shall look at each of these in turn. 


Maintaining control and safeguarding assets 


Stakeholders in a business are concerned that the business’s assets are kept safe, and that the managers of 
the business are acting in the stakeholders’ (especially the shareholders’) best interests. The professional 
accountant will therefore seek to ensure that: 


1 The recording of transactions is complete, timely and accurate (as we have seen in earlier chapters). 
2 __ The business’s internal controls are sufficient. 


3. The business’s audit committee is properly constituted and has the information and resources that it 
needs to fulfil its objectives. 


4 The business has non-executive directors who are adequately qualified and resourced so that they can 
fulfil their role. 


Points 2 to 4 apply particularly to large listed companies. We shall come back to internal controls, and the roles 
of the audit committee and non-executive directors, when we look at corporate governance in Chapter 12. 
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Financial management 


Definition 


Financial management: The management of all the processes associated with the raising and use of financial 
resources in a business. 


———-———— 


Financial management therefore incorporates aspects of many issues that we have seen in earlier chapters. 


Transactions recording 

Raising new finance 

Using existing funds in ways which support achievement of the business’s objectives 
Planning and control systems 

Treasury management 


High quality financial management supports good corporate governance as it protects investors against 
the interests of managers, who may be tempted to take unnecessary or unconsidered risks with the 
business's finances. We shall return to this key issue in Chapters 11 and 12. 


Financial reporting 


The transactions and activities of the business, as represented in its accounting records, must be reported to 
external stakeholders, including investors in capital markets. As we saw in Chapter 6, financial reporting 
involves reporting on the financial position of the entity at a particular point in time (the balance sheet), and its 
financial performance over a period of time (the income statement). It is a key plank in corporate governance, 
as we shall see in Chapters 11 and 12. 


In seeking to ensure that there is high quality financial reporting, the professional accountant has two sets of 
principles which underlie everything he or she does: 


e Professional principles 
e — Accounting principles 


Professional principles 


The IFAC Code of Ethics 


The International Federation of Accountants (IFAC) is an international body representing all the major 
accountancy bodies across the world. Its mission is to develop the high standards of professional accountants 
and enhance the quality of services they provide. ICAB as a member body of IFAC, and ICAB’s members are 
required to comply with the IFAC Code of Ethics. 
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6.3 


To enable the development of high standards, IFAC’s International Ethics Standards Board of Accountants 
(IESBA) established a Code of Ethics which aligned standards globally. The code has the aim of identifying 
the responsibilities that a person employed as an accountant takes on, in return for a traditionally well-paid 
career with high status. It identifies potential situations where pitfalls may exist and offers advice on how to deal 
with them. By doing this the code indicates a minimum level of conduct to which all accountants must adhere. 


The IFAC Code of Ethics is split into three parts: 


e Part A General application of the Code introduces the fundamental principles which are those of the 
ICAB too (see below). 


° Part B Professional Accountants in Public Practice provides guidance on applying the principles that 
is relevant to those who work in public practice, for example issues of professional appointment, conflicts 
of interest, second opinions, fees and other types of remuneration, marketing professional services, gifts 
and hospitality, custody of client assets, objectivity, and independence in both audit and review 
engagements and other assurance engagements. 


e Part C Professional Accountants in Business provides guidance that is particularly relevant to those 
who work in commerce, such as potential conflicts, the preparation and reporting of information, acting 
with sufficient expertise, financial interests and inducements. 


The ICAB Code of Ethics 


As a member of IFAC, the ICAB Code of Ethics builds on IESBA’s. Additionally, |CAB has an overriding 
commitment to protect the public interest which requires members to act ethically. Another difference is that 
the ICAB Code contains Schedule C of Bye- Laws applicable for the members in practice, in services, and 
Schedule D of Bye-Laws for members in management consultancy. 


The conceptual framework in the ICAB Code of Ethics is used by the professional accountant in practice to 
identify, evaluate and address any threats to their professionalism, and then to implement safeguards. 


The ICAB Code of Ethics is covered in detail in your Assurance syllabus. Here we shall use it as a guide to how 
a professional accountant should be seen to act in a professionally responsible manner in the course of 
professional work. 


Integrity 


Definition 


Integrity: The principle of integrity imposes an obligation on all professional accountants to be straightforward 
and honest in all professional and business relationships. Integrity also implies fair dealing and truthfulness. It 
follows that a professional accountant’s advice and work must be uncorrupted by self-interest and not be 
influenced by the interests of other parties. 


(IFAC Code of Ethics Section 110.1) 


A professional accountant therefore behaves with integrity when he or she is: 


Straightforward 
Honest 

Fair 

Truthful 


A professional accountant does NOT behave with integrity if he or she is: 
e Corrupted by self-interest 
e Corrupted by the undue influence of others 


e Associated with information which is false or misleading (for instance if certain parts of it are omitted or 
obscured) 


e Associated with information which is supplied recklessly 
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Objectivity 


Definition 


Objectivity: The principle of objectivity imposes an obligation on all professional accountants not to 
compromise their professional or business judgement because of bias, conflict of interest or the undue 
influence of others. Objectivity is the state of mind which has regard to all considerations relevant to the task in 
hand but no other. 


(IFAC Code of Ethics Section 120.1) 


Being objective means: 
e __ Being independent of mind 
° Not allowing professional or business judgement to be overridden by: 
— Bias (allowing one’s judgement to be clouded by preconceived or irrational arguments) 


- Conflict of interest (allowing one’s judgement to be affected by the fact that allegiance is owed to 
both parties in a situation) 


— Undue influence of others (allowing one’s judgement to be swayed by persons who wish to impose 
their ideas and interests) 


Professional competence and due care 


The principle of professional competence and due care imposes the following obligations on all professional 
accountants: 


(a) To maintain professional knowledge and skill at the level required to ensure that clients or employers 
receive competent professional service; and 


(b) To act diligently in accordance with applicable technical and professional standards when providing 
professional services 


(IFAC Code of Ethics Section 130.1) 
When providing professional services ‘professional competence and due care’ therefore mean: 
e Having appropriate professional knowledge and skill 


e — Having a continuing awareness and an understanding of relevant technical, professional and business 
developments 


e Exercising sound and independent judgement 
e Acting diligently, that is: 


- Carefully 

- Thoroughly 

— Ona timely basis and 

— In accordance with the requirements of an assignment 


e — Acting in accordance with applicable technical and professional standards 


e Distinguishing clearly between an expression of opinion and an assertion of fact 


Confidentiality 


The principle of confidentiality is not only to keep information confidential, but also to take all reasonable steps 
to preserve confidentiality. Whether information is confidential or not will depend on its nature. A safe and 
proper approach for professional accountants to adopt is to assume that all unpublished information about a 
client's or employer's affairs, however gained, is confidential. Some clients or employers may regard the mere 
fact of their relationship with a professional accountant as being confidential. 
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6.7 
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6.8 


The principle of confidentiality imposes an obligation on all professional accountants to refrain from: 


e Disclosing outside the firm or employing organisation confidential information acquired as a result of 
professional and business relationships without proper and specific authority or unless there is a legal or 
professional right or duty to disclose; and 


e — Using confidential information acquired as a result of professional and business relationships to their 
personal advantage or the advantage of third parties. 


(IFAC Code of Ethics Sections 140.0 and 140.1) 


The professional accountant should assume that all unpublished information about a prospective, current or 
previous client’s or employer's affairs, however gained, is confidential. information should then: 


e Be kept confidential (confidentiality should be actively preserved) 
° Not be disclosed, even inadvertently such as in a social environment 
e Not be used to obtain personal advantage 


Professional behaviour 


‘A professional accountant should comply with relevant laws and regulations and should avoid any action that 
discredits the profession.’ 
(IFAC Code of Ethics Section 150.1) 


Behaving professionally means: 
e Complying with relevant laws and regulations 


e Avoiding any action that discredits the profession (the standard to be applied is that of a reasonable 
and informed third party with knowledge of all relevant information) 


e Conducting oneself with 


— Courtesy and 
— Consideration 


When marketing themselves and their work, professional accountants should: = 
e Behonest and truthful 
e Avoid making exaggerated claims about: 


— What they can do 
— What qualifications and experience they possess 


e¢ — Avoid making disparaging references to the work of others 


Interactive question 2: Conceptual framework [Difficulty level: Exam standard] 


Charis is a chartered accountant who acts on behalf of a charitable trust set up by her family, though she is not 
a beneficiary of the trust. Her elder sister is a powerful and articulate trustee and Charis has frequently followed 
her wishes in the past, contrary to those of her younger sister and mother who are also trustees. As a result of 
Charis’ and her elder sister’s actions a great deal of money has been diverted to the elder sister and the trust 
has become insolvent. Charis’ conduct has been called into question. Which of the fundamental principles in 
the Code of Ethics have been contravened by Charis? 


See Answer at the end of this chapter. 
A a ae a int ee NR NE aed CL ee ere PN Ne ee ene I 
Threats to professional principles 


Compliance with the professional principles may potentially be threatened by a broad range of circumstances. 
Threats generally fall into the following categories: 


e  Self-interest threats, which may occur as a result of dominance of the financial or other interests of the 
professional accountant or an immediate or close family member 
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e _ Self-review threats, which may occur when a previous judgement needs to be re-evaluated by the 
professional accountant responsible for that judgement 


e Advocacy threats, which may occur when a professional accountant promotes a position or opinion to 
the point that subsequent objectivity may be compromised 


e Familiarity threats, which may occur when, because of a close relationship, a professional accountant 
becomes too sympathetic to the interests of a particular group 


° Intimidation threats, which may occur when a professional accountant is deterred from acting objectively 
by threats, actual or perceived 


Safeguards against threats 
Safeguards that may eliminate or reduce such threats to an acceptable level fall into two broad categories: 


e Safeguards created by the profession, legislation or regulation 
° Safeguards in the work environment 


Safeguards created by the profession, legislation or regulation include, but are not restricted to: 

° Educational, training and experience requirements for entry into the profession (as we have seen) 
° Continuing professional education and development (CPD) requirements 

° Corporate governance regulations (covered in Chapter 12) 

° Professional standards (the conceptual framework) 

e Professional or regulatory monitoring and disciplinary procedures (covered in Chapter 10) 


° External review by a legally empowered third party of the reports, returns, communications or information 
produced by a professional accountant (covered in Chapter 10) 


Certain safeguards may increase the likelihood of identifying or deterring unethical behaviour. Such safeguards 
may be created by the accounting profession, legislation, regulation or an employing organisation. They 
include, but are not restricted to: 


e Effective, well-publicised complaints systems operated by the employing organisation, the profession or 
a regulator, which enable colleagues, employers and members of the public to draw attention to 
unprofessional or unethical behaviour 


e  Anexplicitly stated duty to report breaches of ethical requirements 


We shall see more about this in Chapter 11. 


The nature of the safeguards to be applied in the workplace will vary depending on the circumstances. In 
exercising professional judgement, a professional accountant should consider what a reasonable and 
informed third party, having knowledge of all relevant information, including the significance of the threat and 
the safeguards applied, would conclude to be unacceptable. 


Accounting principles 


Section overview 
e Accounting principles inform professional judgements. 


e Key accounting principles are: accruals, going concern, double entry, faithful representation (accuracy 
and completeness), the primacy of substance over form, materiality, neutrality, prudence, timeliness, 
cost/benefit, consistency and no offsetting. 


The professional accountant Ea 


7.1 


7.2 


7.3 


7.4 


7.5 


7.6 


7.7 


236 


What are accounting principles used for? 


The professional accountant should always be aware that there are certain accounting principles that 
underlie accounting, financial reporting and assurance. If in doubt about how to report a transaction or event, 
the professional accountant should always come back to these principles to inform the professional judgement 
that needs to be made. They are covered in detail elsewhere at Professional stage, but we summarise them 
briefly here too. 


Accrual basis 


Transactions and other events are recognised when they occur, and not just when cash is received or paid. 
They are therefore recorded in the accounting records and financial statements of the periods to which they 
relate: for instance, revenue is matched with the expenditure incurred in earning it. Users are thereby informed 
both of past transactions and of future obligations to pay and receive cash. 


Going concern 


Financial statements are prepared on the basis that the business is a going concern. This assumes that, unless 
there is a clear intention or need for the business to liquidate or materially scale back its operations, it will 
continue in operation for the foreseeable future. 


if a business is not a going concern, then realistically its value is limited to the resale or salvage value of its 
assets less its liabilities. 


Double entry bookkeeping 


The fact that every transaction has a dual effect when entered into the ledger accounts of a business is a 
prime control on the completeness of the accounting records. Even though most businesses use computer 
software to record transactions it is part of the role of the professional accountant to be able to identify, in terms 
of debits and credits, what entries should be recorded for each transaction. This application of this principle 
means that the professional accountant is best placed to identify and remedy errors. 


Faithful representation: accuracy and completeness 


For it to be a faithful representation of the business's transactions and other events, the information contained 
in financial statements or other outputs of the professional accountant should: 


e Be free from error ie be accurate 


e Be complete (within the bounds of materiality and cost), as incomplete information can be false or 
misleading 


Information should therefore be as accurate as possible. At the transactions recording level this means that 
both sides of each transaction should be recorded with total accuracy. 


Substance over form 


To represent the business's transactions and other events faithfully, the professional accountant should take 
into account their substance and economic reality rather than just their legal form. For example, two lease 
agreements, of which one is a means of funding the acquisition of an asset while the other is simply allowing 
the entity use of the asset in the short-term are treated differently according to their economic reality rather than 
their legal form. 


Materiality 


Something may be of material importance to the relevance of financial information either by virtue of its size (in 
relation to the business) or its nature. Information is material if its omission or misstatement could influence 
users’ decisions. This often means that material items should be presented separately and should not be 
aggregated with other items. 
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Neutrality 


To be a faithful representation, information must be neutral, that is free from bias. Information is biased if it 
has been selected or presented so as to influence a decision or judgement in order to achieve a predetermined 
result or outcome. 


Prudence 


Where there are uncertainties that affect how far the information is a faithful representation of the business’s 
transactions and other events the professional accountant should: 


e Disclose the nature and extent of the uncertainty 


° Exercise prudence or ‘a degree of caution’ when making judgements, so that income and assets are not 
overstated, and expenses and liabilities are not understated 


Timeliness 


There should not be undue delay in reporting information, but neither is it absolutely necessary to know about 
all aspects of a transaction or other event before it is reported. 


e Late reporting undermines relevance 
e Reporting too early undermines how far information can be a faithful representation 


A balance must be achieved between early and late reporting based on satisfying the decision-making needs of 
users. 


Cost versus benefit 


The benefit derived from information should exceed the cost of providing it. 


Consistency 


Unless there are good reasons for the contrary, items in financial statements should be presented and 
classified in the same way from one period to the next. 


Offsetting 


Assets and liabilities, and income and expense, should not usually be set off against each other, with only net 
figures reported. 


Accounting standards 


Section overview 


° Accounting standards identify proper accounting practice. 


e —- Financial. statements should comply with accounting standards. 


° Listed companies must ‘comply. with International Accounting . Standards: and. intemational Financial. 


pets Standards. 


What is the purpose of accounting standards? 


To demonstrate technical competence, the professional accountant needs to be aware of and apply 
accounting standards as well as accounting principles. 
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The basic purpose of accounting standards is to identify proper accounting practice for the benefit of 
preparers, auditors and users of financial statements. Accounting standards create a common understanding 
between users and preparers of financial statements on how particular items should be treated, so financial 
statements are expected to comply with applicable accounting standards other than in rare, exceptional cases. 


Types of accounting standard 
There are two types of accounting standard that affect the professional accountant in the Bangladesh: 


e _—_ International standards, namely International Accounting Standards (IASs) and International Financial 
Reporting Standards (IFRSs), produced by the International Accounting Standards Board (IASB) and 
adopted by ICAB for Bangladesh jurisdiction. 


e Bangladesh Companies Act 1994, and Bangladesh Securities and Exchange Commission (BSEC) 
regulations. 


Differences between the Bangladesh local laws and the IASB’s standards exist, but these have become 
progressively less important. 


Roles of the professional accountant 


A professional accountant who is technically competent and professionally responsible can perform a wide 
variety of roles. 


Traditionally professional accountants have tended to: 


e Work in public practice with an accountancy firm, or 
e Be employed by a private or public sector organisation to help in its management 


In recent times there have been more opportunities to specialise within these two general fields. 


The professional accountant in public practice 


A professional accountant in public practice is in a firm providing professional services that require accountancy 
or related skills, including: 


Accounting 

Auditing and assurance (reserved area) 
Taxation 

Management consulting 

Investment business 

Insolvency 

Financial management 

Corporate finance 

Information and communications technology 
Forensic accounting 


Firms vary in size from the sole practitioner to one of the ‘Big Four’ multinational accountancy firms: 


PricewaterhouseCoopers 
Deloitte 

Ernst & Young 

KPMG 
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These firms are associations of the partnerships in each country rather than having the classical structure of 
parent company and subsidiaries, but each has an international ‘umbrella’ organisation for co-ordination. 


As we saw above, there is one reserved area in public practice: statutory audit. There is more regulation 
involved in working in this area. We shall look here at auditing in particular. 


Qualification for appointment as external (statutory) auditor 


Definition 

Audit: An expression of an opinion as to whether an entity’s financial statements have been prepared, in all 
material respects, in accordance with an applicable financial reporting framework, and thereby give a ‘true and 
fair view’. 

Alternatively an audit is a review of an entity’s financial statements resulting in the publication of an 


independent opinion on whether those financial statements are relevant, accurate, complete, and fairly 
presented. 


The Companies Act 1994 sets out the rules as to who is eligible for appointment by a company as its external 
auditor (now formally called its statutory auditor). The appointee must be independent and: 


rt) May be a sole practitioner, a partnership or a corporate body 
e Must be a member of a recognised supervisory body, such as the ICAB, and 


° Must be eligible for appointment under the rules of that body by virtue of holding an appropriate 
qualification (which does not necessarily have to be obtained in the) 


The Companies Act 1994 also sets out who is NOT eligible to act as statutory auditor: 


i. any person who does not meet the eligibility criteria above, or who no longer meets them 

ii. an officer or employee of the company; 

iii. a person who is partner, or who is in the employment of an officer or employee of the company; 
iv. a person who is indebted to the company exceeding Tk.1,000. 

v. @ person who is a director or holder of shares exceeding 5% of the subscribed capital. 


Although the Companies Act 1994 does not prevent a shareholder, receivable, payable or officer/employee’s 
close relative from being an auditor of a particular company, regulations set out by the accountancy and audit 
profession do prevent this. 


The professional accountant in business 


A professional accountant in business is one who is employed or engaged, in an executive or non-executive 
capacity, in such areas as: 


e Commerce 

e Industry 

e Service 

e The public sector 

e Education 

. The not-for-profit sector 

e Regulatory or professional bodies 


Roles and responsibilities of the professional accountant in business 


In business a professional accountant could be engaged in a wide variety of roles and responsibilities, some of 
which need not involve use of their technical competence at all. Usually however a professional accountant 
would be involved mainly in the finance function, in some capacity. 


Quite often, especially in smaller businesses, a professional accountant may become involved in areas which 
are outside their sphere of technical competence, including making decisions on matters concerning: 
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Law 
Administration 
Insurance 
Pensions 
Property 
Personnel 
Procurement, and 
IT 


This is perfectly acceptable to some degree, but the professional accountant should remember that 
professional principles require him or her to act with professional competence and due care so they should: 


e Beopen about acting outside their own professional knowledge and skill if this is the case, but still 
e Exercise sound and independent judgement, and 
e ~—- Act diligently 


in fact many of these areas are ones in which other professionals would normally be involved. It is important 
therefore for the professional accountant to know the limits to their professional responsibilities. 


Limits of the professional accountant’s responsibilities 


How far do the professional accountant’s responsibilities go? 


Legal matters are normally dealt with by qualified lawyers or barristers in an advisory or representative 
capacity. Many companies employ in-house legal teams, staffed with professional lawyers. The professional 
accountant should be careful not to stray too far into legal matters, beyond those in which they are technically 
competent to some degree (such as company, business and employment law). 


Certain administrative matters often fall directly into the role of the professional accountant, such as the tasks 
performed by a company secretary: 


e Share registrations 

e Calling meetings 

e — Drafting resolutions for meetings 

e Submitting the annual return to the Registrar of Companies. 


The company secretary of a company is often a professional accountant but in a very large or complex 
organisation it is normal to have a qualified chartered secretary appointed to this role, especially as the 
company secretary plays a significant role in ensuring good corporate governance (see Chapter 12). 


Taking out and claiming against insurance policies often falls into the role of the professional accountant in 
business. Again professional principles can be very helpful in this role, but beyond a certain level of complexity 
insurance specialists and actuaries should be used. 


The services of actuaries and other specialists should also be engaged when the company is faced with 
issues concerning its pension fund. 


The acquisition, refurbishment or disposal of property often involves the professional accountant in valuation, 
negotiation, tax and legal aspects. In most circumstances however other professionals will also be involved, 
such as estate agents, valuers, architects and lawyers. 


Since people are paid by the payroll function in the accounting and finance department, many companies have 
historically also made the whole of personnel the responsibility of the professional accountant. Given the 
complexity of laws and regulations surrounding human resources, and the central strategic role it plays in a 
business’s success, this is an area where an HR professional should really be engaged in an organisation of 
any size. 


Business and Finance 


For similar reasons — that is, because suppliers are paid by the accounting and finance department — 
procurement is also often included in the professional accountant’s role. As supply chain management is 
central to achieving strategic objectives, so again above a certain size and complexity it is advisable for most 
companies to use procurement professionals in this role. 


The acquisition and effective use of IT is an important part of the professional accountant’s role when it is 
related to transactions recording and all the other aspects of the accounting and finance function’s work. 
Specialist advice should also be sought however. 
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Purpose of accounting 
profession: 


— Assurance Financial information for decisions 
— Financial reporting on allocating resources 
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Faithful presentation — Substance over form 
Cost v benefit Timeliness 
Consistency 


Self-test 


Answer the following questions. 


1 


The public must have confidence in the integrity of professional accountants because 


A __ The reputation of the profession depends on it 

B They provide advice on technically complex areas on which others rely 

C This will encourage more people to enter the profession 

D This will encourage more people to seek the services of a professional accountant 


Which are the two fundamental principles in the IFAC Code of Ethics that underlie the reliance of the 
public on accountants? 


A _ Integrity D Confidentiality 
B= Objectivity E Professional behaviour 
C Professional competence and due care 


What is the minimum period of training with an approved training organisation which is required for student 
members of the ICAB? 


A Two years C Three years 
B Two and a half years D_ Three and a half years 


Which of the following requirements applies to a member who is in public practice over and above a 
member who is not? 


A Obey the ICAB’s rules and regulations C Pay the annual subscription fee 
B Undertake CPD D Maintain COP 

For members of the ICAB audit is 

A Recognised areas C Regulated areas 

B Reserved areas D_ Registered areas 


Distinguishing clearly between an expression of opinion and an assertion of fact is part of the professional 
accountant’s fundamental principle of 


A __ Professional competence and due care C Objectivity 
B Professional behaviour D Integrity 


When a professional accountant promotes a position to the point that their subsequent objectivity is 
compromised they have fallen prey to the threat of 


A __ Self-interest C Intimidation 
B Familiarity D Advocacy 


Capitalising the cost of a non-current asset which is not owned but for which a monthly payment is made 
implements the accounting principle of 


A Materiality C Substance over form 
B Prudence D_ Faithful representation 


Identify whether each of the following statements is true or false. 

(a) The ICAB Code of Ethics is based on the IFAC Code of Ethics. 
A True B False 

(b) The approach taken by the ICAB Code of Ethics is compliance-based. 
C True D_ False 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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100.1, 110.1, 120.1, 130.1 


4 IESBA (IFAC) Code of Ethics 440.0, 140.1, 150.1 
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Answer to Interactive question 1 


Many people want to be chartered accountants because it is a ‘good career’ rather than because they are 
intrinsically interested in assurance and financial reporting; these are interests that come later. But it is worth 
thinking through why you thought it would be a ‘good career’. Certainly the rewards are worth it, but what about 
the hard work in qualifying, and the expectation that you will behave professionally at all times? The 
requirement for objective assessment in technical competence (exams etc) distinguishes the accountancy 
profession from most Management Trainee Schemes, plus the need to pay annual subscriptions and to keep 
up your technical expertise. Are professionals ‘set apart’ as a result of all this? 


Answer to Interactive question 2 


A great deal more about the history and the outcome of this situation needs to be identified, but on the 
evidence it would appear that Charis has succumbed to her sister’s undue influence. Her objectivity has 
therefore been compromised; if corruption is proved then her integrity has also suffered. Not exercising sound 
and independent judgement contravenes professional competence and due care, and her actions have 
discredited the profession which means that she has not behaved professionally. 
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B 
A,B See Code of Ethics section 100.1 
C 
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D 
B 
A 
D 
Cc 
B 


,D_ The ICAB Code of Ethics is based on the IFAC Code as well as Local laws and as such is both 
ethics-based or framework-based and compliance based. 
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CHAPTER 10 


Structure and regulation of 
the accountancy profession 


Introduction 
Examination context 
Topic List 
1 The structure of the accountancy profession 
2 Regulation of professions 
3 Regulation of the accountancy profession 
4 The Financial Reporting Council (FRC) 
5 Disciplinary procedures against accountants 
Summary and Self-test 
Answers to Interactive questions 
Answers to Self-test 


Introduction 


Learning objectives Tick off 
* — Specify the rationale for key parts of the accountancy profession’s work [ ] 
¢ — Specify the key features of the structure of the accountancy profession [] 
¢ — Specify the regulatory framework within which professional accountants work [ ] 


Specific syllabus references are: 4, b, c. 


Syllabus links 


The topic of professional regulation underlies many areas of the Professional and Advanced levels. 


Examination context 
Questions on the structure and regulation of the profession will almost certainly appear in your exam. 


Questions are likely to be set in a multiple choice format and in a scenario context, though knowledge-type 
questions are also likely on particular definitions and principles. 
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The structure of the accountancy profession 


International Federation of Accountants (IFAC) 


IFAC is the global organisation for the accountancy profession. It has 172 member organisations and 
associates, including ICAB. IFAC members represent 2.5 million accountants worldwide, employed in public 
practice, industry and commerce, government and education in 129 countries and jurisdictions. 


The aim of IFAC is to protect the public interest by encouraging high quality practices by the world’s 
accountants. This includes best practice guidance for professional accountants employed in business, 
plus a membership compliance programme. 


IFAC emphasises the importance of: 
e —_ Strong international economies 


e Adherence to high-quality professional standards in the areas of audit, education, ethics and public 
sector financial reporting 


e Convergence of professional standards 


e Speaking out on public interest and public policy issues where the profession’s expertise is most 
relevant 


Through its IESBA Code of Ethics, which we saw in Chapter 9, IFAC encourages accountants worldwide to 
adhere to the fundamental principles. 


Who can call themselves an accountant? 


There is no legal requirement for an accountant to be a paid-up member of any professional body at all, 
let alone IFAC bodies. Unlike the Law Society, which can legally stop an unqualified ‘advocate’ from practising, 
accountancy bodies have no such authority. The term ‘accountant’ enjoys no special position in law. Anyone is 
free to advertise as an ‘accountant’ and offer the full range of accountancy services, except statutory audit 
where statute demands specific levels of competence. Institute members are therefore open to competition 
from anyone, whether professionally qualified or not, who chooses to enter the market. 


Regulation of professions 


Why regulation of professions is necessary 


Regulation of professions (either self-regulation or external regulation, or a combination) is needed to provide 
the public interest with protection and assurance in situations where the issues are too technically 
complex for the public to be reasonably expected to look after their own interests. The activities of many 
professions typically fall into such a category. 


Interactive question 1: Regulation [Difficulty level: Intermediate] 
What do you think should be the aims of regulation of the accountancy profession? 


See Answer at the end of this chapter. 
ee 
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Many of the aims of regulation result in different priorities for different aspects of the ‘public interest’. 
Subjective judgements are needed to balance interests. 


Regulation should not: 

e Protect vested interests from competition 

e Be for personal gain or to satisfy prurient interest 

e Be disproportionate to the benefit gained, such as imposing huge and costly quantities of detailed 
restrictions in a heavy-handed and over-rigid manner 

e Distort competition by imposing extra burdens on some, but not others 


Methods of regulation 
Regulation can be: 


° By government directly via legislation 

° By separate agencies established by government (delegated legislation) 
e By the profession/industry itself (self-regulation — see below) or 

° By a combination of methods 


Self-regulation 


Self-regulation in theory provides a common sense, flexible approach because there is detailed knowledge 
within the profession of the issues facing it. It should result in a more efficient and effective outcome. 


Self-regulation only works if: 


e The regime does not seem to act against the public interest 

e Regulatory guidance and its importance are both understood and enforced 
e Members of the profession ‘buy in’ to the process 

e There is no unjustifiable self-protecting regulation 


The oversight mechanism 


Society requires proof of good intent and actions. It is more ready to lay blame and to seek legal remedies 
(‘litigiousness’). Any form of regulation therefore requires an oversight mechanism to ensure that it is achieving 
what it set out to achieve. In the case of self-regulation, it is particularly important that the oversight mechanism 
be independent, to counter accusations of self-interest. 

An effective oversight mechanism requires: 


¢ Sufficient independence from the profession being regulated and any other single stakeholder to ensure 
that its decisions are not compromised or perceived to be compromised by undue influence 


¢ Knowledge of the profession being regulated 

e — Significant, but non-controlling, input from the profession itself to ensure that decisions: 
— Are workable 
— Will not achieve the opposite of what they intend and 
—  Donot impose costs on society in excess of the benefits gained 


e The ability to take a wide view to balance the various stakeholder interests that comprise the public 
interest, and to judge the regulator's attempts to do the same 


e Authority to have decisions acted on across the whole profession, through legislation or voluntary 
agreement 


¢ Good communication, to ensure that the public interest is seen to be served, without alienating the 
profession being regulated 


e Sufficient resources to carry out effective examination of the regulatory arrangements 
The key participants in an effective oversight mechanism are therefore likely to be: 

e The government — the ultimate guardian of the public interest in a democracy 

° Regulators operating in relevant sectors 


e Members of the profession, to provide an informed insight based on professional experience and in- 
depth technical knowledge 


e Members of the public, independent of the profession, with the character and intellectual ability to make 
sound judgements on complex issues 
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3 Regulation of the accountancy profession 


Following lengthy debate, the regulatory regime for the accountancy profession involves: 


e The government 
e — Self-regulation by the accountancy profession 
e An oversight mechanism by the FRC 


3.1. The role of the government 


The government is responsible for the legislative elements of the regulatory framework, though FRC would 
act as adviser to the government on necessary legislative changes. The government delegates certain 
statutory powers to the FRC, SEC, RJSC and Bangladesh Bank, but the government remains responsible via 
these powers and so has a continuing responsibility for the system's effectiveness. 


3.2 Self-regulation by the accountancy profession 


The professional accountancy bodies, including the ICAB, have primary regulatory responsibility for 
supervision of their members acting in their professional capacity so as to maintain standards and the 
professional standing of accountancy. 


In relation to audit (reserved area) certain professional accountancy bodies, including the ICAB, act as 
recognised professional regulators. They must have the necessary arrangements in place to ensure that 
members and firms comply with the statutory requirements. 


3.2.1. The role of the ICAB 


In relation to its membership the ICAB has direct responsibility for: 
e Entry and education requirements (as seen in Chapter 9) 
e __ Eligibility to engage in public practice (as seen in Chapter 9) 


e — Eligibility for the performance of reserved activities under statutory powers delegated by the government 
(see Chapter 9) 


e Professional conduct requirements (see Chapter 9) 
e Dealing with professional misconduct by its members (see later in this chapter) 


4 The Financial Reporting Council (FRC) 
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What would the FRC do? 


The FRC would act as an independent regulator for corporate reporting and auditing. Its goal is to foster a 
climate in which investment can flourish. 


The FRC would engage in: 


e Setting standards for financial (corporate) reporting, audit and assurance, valuation and actuarial 
services. (see Chapter 12), 


e Monitoring and reviewing the quality of audit and financial reporting in large entities 
e Regulating the audit profession 
e Overseeing self-regulation in the accountancy, audit and actuarial professions 


e __ Acting as the ultimate disciplinary body for the accountancy and actuarial professions 


Major Elements of FRA 2015 


Section 3- Establishment of Council: 


The Act aims at inspiring the auditing and accounting system of the country's financial institutions to 
international standards, and under the Act, FRC comprising of 12 members will be established, led by a 
Chairman appointed by the Government. Moreover, the council will be a statutory body with members from 
various government bodies, institutions and professional groups. 


Section 7- The General Objectives of the Council: 
The objectives of the FRC would be: 


(a) To determine the code of ethics, standards of accounting and auditing profession; 

(b) To improve the quality of accountancy and audit services ; 

(c) To improve the accounting and auditing profession; 

(d) To ensure the highest quality of accounting and auditing of listed auditors of the council; 

(e) To enhance the credibility of financial reporting; 

(f) To ensure the transparency and accountability of functions of accounting and auditing profession; and (g) To 
motivate for preparing the high quality reporting of financial and nonfinancial information by public interest 
entities. 


Section 16- The duties and Responsibilities of Chairman of the Council: 


The duties and responsibilities of Chairman of the council will be the following: 

(a) Conducting administration of the council; 

(b) Conducting and organizing effectively the activities and matters determined by the council; 
(c) Preparing annual budget and program; and 

(d) Performing other duties given time to time by the council. 


Section 22-26- Divisions of the Council and Duties of the Divisions: 


Under the Act, activities of the FRC will be done through the following four serviceable divisions: 


Division Duties of the Division 


A. Standards 
Setting Division 


(i) Preparing effective proposal of setting, renewal and developing of financial 
reporting, value determination, actuarial standards, auditing standards in 
accordance with the rules and regulations of this act; and 


Presenting this proposal in the council for approval. 


B. Financial 
Reporting 
Monitoring Division 
C. Audit Practice 
Review Division 


Monitoring, analyzing and identifying whether or not any financial reporting 
standards, auditing standards, code or guidelines of this act or any other act are 
complied effectively by the public-interest oversight. 


Monitoring of audit practice related functions of professional accountancy firms; 


(ii) Reviewing of audit practice of any firm that helps to the randomly selected auditor or 
audit firm; 
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(iii) Determining whether or not the firm has complied of audit practice code or auditing | 


standards of this act; 
(iv) Reviewing the control system of the related firm at least once every 3 years; and 


(v) Reviewing whether or not the related firm has taken necessary steps for developing 
the accounting profession keeping the professional quality. 


D. Enforcement (i) Considering the opinions and recommendations given by the other division of the 
Division council or any other subject matter relating failure or non-compliance of standards of 
any acts given directly by any other organizations to the council; 


(ii) Recommending to take possible punishable action for that failure or non- 
compliance; and 


(iii) (iii) Informing it to the related parties. 


4.2.5 Section 40-43- Setting, Monitoring, Publishing of Standards: 


Its key functions include the oversight of the accounting and auditing standards setting processes for the public 
and private sectors, providing strategic advice in relation to the quality of auditing and advising the authorities 
on these and related matters to the extent that they affect the financial reporting framework in Bangladesh. 


4.2.6 Section 45- Monitoring of Financial Statements and Annual Report: 


The FRC will be the sole watchdog to monitor the functions of auditors and ensure clearness and responsibility 
in accounting and auditing of financial organizations, including various governments, 

autonomous and non-government institutions. It will also monitor activities of the country's chartered 
accountants and cost and management accountants. It will responsible for promoting high quality corporate 
governance and reporting to foster investment. 


4.2.7 Section 46- Review of Audit Practice of the Auditors of Public-Interest Oversight: 
Council, or any officer authorized by it, in writing may review the audit practice of a listed auditor and may 


investigate, examine and call all records, documents, balance sheet, cash and bank balance, mortgage, other 
assets etc. and may make query or call for any information or explanation to any partner, employee or agent. 


S Disciplinary procedures against accountants 


Section overview 


5.1. Why are disciplinary procedures required? 


In Chapter 9 we noted that regulation of its members by the ICAB requires a rigorous complaints and 
disciplinary procedure involving the ICAB itself. The procedure has been put in place to fulfill the regulatory 
need to protect the public interest. 


5.2 ICAB’s complaints and disciplinary procedures: the Investigation and 
Disciplinary Committee (IDC) 
The Investigation and Disciplinary Committee of ICAB is responsible for implementing the ICAB’s 


disciplinary procedures, including the handling of complaints against members (both individuals and firms) and 
students. 
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What is a complaint and who can bring one? 
Complaints are usually that a member, firm or student have breached the ICAB’s bye-laws by: 


e Breaching a regulation 
e Departing from guidance 
e Bringing discredit on the ICAB, the profession or themselves 


Fee disputes are not covered by the procedures, but the Institute does offer a fee arbitration service on a 
voluntary basis. 


Anyone can make a complaint: firms, clients, other accountants, the Anti-Corruption Commission, other 
regulators, members of the public and even the ICAB itself. 


What is the ICAB complaints and disciplinary procedure? 
The procedure for most complaints is as follows: 


° Filing a complaint: Secretary or any member or of any aggrieved person can file before the Investigation 
and Disciplinary Committee any fact indicating- 


(a) that a member has become liable to exclusion, suspension or reprimand under any provision of the 
Order or these bye-laws; or 


(b) that an articled student has been guilty of felony or-misdemeanour or has been declared by a 
competent Court to have been guilty of fraud or has been guilty of an act or default of such a nature 
as to render him unfit to become a member of the Institute. 


° Investigation (if it has not been resolved through conciliation) by the Investigation and Disciplinary 
Committee (IDC) 


Investigation and Disciplinary Committee shall consider the facts or complaint laid before it under the provisions 
of last preceding bye-law and where it is of the opinion that the facts or complaint require investigation, it shall 
forthwith give to the member or articled student notice of its intention to consider the complaint. 


e __ Disciplinary proceedings by the Council 


If on receipt of such report the Council finds that a formal complaint has been proved, it shall record a finding to 
that effect and shall afford to the member or the articled student either personally or through counsel or a 
solicitor or a member of the Institute, an opportunity of being heard before orders are passed against him on 
the case, and may thereafter make any of the following orders, namely:- 
(a) reprimand the member or the articled student with or without monetary penalty, not exceed ten 
thousand taka; or 


(b) suspend the member from membership for such period, not exceeding five years, as the Council 
thinks fit; or 


(c) exclude the member from membership; or 


(d) direct the cancellation of, or extend the period of articles or that any period already served under 
such articles shall not be reckoned as such service for the purpose of relevant clause of Bye-law; or 


e) require the complainant to pay monetary penalty not exceeding ten thousand taka if the complaint 
is proved to be baseless or unfounded or malicious; 


e Publication of findings and decisions — 


Where the Council finds that a formal complaint has been proved, it shall cause its findings and decisions to be 
published in the Gazette of Bangladesh and in such journals as it shall think desirable and as soon as 
practicable after such findings and decision are pronounced. The publication shall in all cases include the name 
of the member or articled student concerned. 


Interactive question 2: Complaints [Difficulty level: Exam standard] 


One of your clients is planning to complain to the [CAB about work carried out by your firm and the prices it has 
charged. On what grounds may the client make a complaint to the ICAB? 


See Answer at the end of this chapter. 
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Summary 


Structure of accounting profession Regulation of professions 


to protect public interest 


Bangladesh - International: IFAC 


ICAB Self-regulation By government 


and agencies 


Combination: 

— Government regulatory framework 
— Self-regulation 

— Oversight 


Regulation of accounting profession 


Government 


Self-regulation by profession Entry and education (Ch 9) 


Supervision of members acting pad for pUBNE Pracuce 


in professional capacity 


— Regulatory 
framework 


Professional conduct (Ch 9) 


: Recognised professional Professional misconduct 
Professional body for reserved areas 
oversight 


Transparent 
Independent 
Fair 


FRC’s 


Accountancy 
Monitoring 
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Self-test 
Answer the following questions. 
1 Which of the following is an aim of regulation of the accountancy profession? 


A__ To protect the profession from competition 

B- To protect ICAB members from unqualified accountants 
C_ To protect the public from being misled 

D_ To protect small accountancy firms from big ones 


2 In relation to self-regulation of the accountancy profession, the most important aspect of the oversight 
mechanism is that it should be seen to be 


A Fair C Objective 
B Authoritative D Independent 


3 The FRC has statutory responsibility for monitoring the quality of 


A __ The audit profession 

B The accountancy profession 

C The investment business profession 
D_ The insolvency profession 


4 Statutory monitoring of the quality of audit will be effected by 


A BSEC C The FRC 
B FBCCI D The ICAB 


5 If amember is offered a caution by ICAB’s Investigation and Disciplinary Committee this means that 


A __ There will be neither publicity, fines nor costs to pay 

B There will be a fine but no publicity 

C There will be neither publicity nor a fine but there may be costs to pay 
D There will be publicity, a fine and costs to pay 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Answers to Interactive questions 


Answer to Interactive question 1 


Regulation should: 


Protect the public from being misled, or from suffering from abuse of power through knowledge or 
monopoly 


In a market economy, facilitate competition and reduce barriers to trade 


In the case of professions, ensure that technical, educational and ethical standards are maintained at 
a level the public has a right to expect 


Be flexible enough to ensure the right result in each of the infinite variety of circumstances that occur in 
practice, as we have seen in the principles-based framework approach to accounting 


Take account of reasonable and informed opinion to ensure that justice is reasonably seen to be done 


Enforce the standards required firmly but fairly to ensure that the general support of those subject to the 
regulation is retained, but that transgressors are effectively dealt with 


Be transparent in its setting and enforcement to maintain confidence that the public interest is being 
safeguarded 


Answer to Interactive question 2 


Complaints may be on the grounds that the firm is in breach of an ICAB regulation, has departed from guidance 
or has brought the ICAB into disrepute. The ICAB does not deal with disputes over fees, though it does offer a 
fee arbitration service. 
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Answers to Self-test 


2 OD All these qualities are important, but independence is of the greatest importance if the mechanism 
is not to be seen as pursuing the self-interest of the profession 


3°é«OA 
4 Cc 
5 C 
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CHAPTER 11 


Governance, corporate 
responsibility, sustainability 
and ethics 


Introduction 
Examination context 
Topic List 


4 
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What is governance? 

What is corporate governance? 

Stakeholders’ governance needs 

Symptoms of poor corporate governance 

What is meant by ‘good practice’ in corporate governance? 
The effect of types of financial system on governance 
Governance structures 

Ethics, business ethics and an ethical culture 


Summary and Self-test 


Technical reference 


Answers to Interactive questions 


Answers to Self-test 


Introduction 


Learning objectives Tick off 
e State the reasons why governance is needed 

° Identify the role that governance plays in the management of a business 

e Identify the key stakeholders and their governance needs for a particular business 

e Specify how differences in national and business cultures affect corporate governance 


e Specify the nature of ethics, business ethics, sustainability and corporate responsibility 


e Specify the policies and procedures a business should implement in order to promote an ethical 
culture 


oOooogogo 


Specific syllabus references are: 5a, b, d, g, h. 


Syllabus links 


Governance is developed further as a topic in Audit and Assurance and Financial Accounting and Reporting at 
the Professional level, and at the Advanced level. Ethics are a continuing theme in all papers. Sustainability 
and corporate responsibility are studied further in Business Strategy. 


Examination context 


Questions on governance, corporate responsibility, sustainability and ethics are almost certain to appear in 
your exam. 


Questions are likely to be set in multiple choice format in a scenario context, though knowledge-type questions 
are also likely on particular definitions and principles. 
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@ Section overview 


What is governance? 


poe Governance: is the: system ae which an deganisation | is s dnected arid controlled so that its objectives are 


achieved in an acceptable and sustainable manner, ce 


ree Agency theory states ‘that managers ¢ and directors act as : sharoneldars agents when’ managing the : 


company. 


e Managers | and directors should reflect the interests of shareholders, not their own, inferests. Historically. 
they were able to pursue their own interests because they had better information than shareholders, and 
were not held accountable to.nem, a gen Uae a oe 


Management is essentially a very practical matter: ‘getting things done’. It should not be confused with a term 
that is frequently used interchangeably with management, which is governance. 


Bangladesh Securities and Exchange Commission (BSEC) Corporate Governance Guidelines 2012 helpfully 
sets out the ‘underlying principles of good governance’: 


e Accountability 

e Transparency 

e — Probity (honesty) 

e Focus on the sustainable success of an entity over the longer term 


Governance incorporates concepts of ethics, risk management and stakeholder protection, extending way 
beyond management alone. Governance is not the same thing as managing a business and running business 
operations. It is concerned with exercising overall control, to ensure that the objectives of the company are 
achieved in an acceptable and sustainable manner. If a business is properly led, directed and controlled then it 
should be able to get things done properly and should be sustainable in the long term. 


Interactive question 1: Corporate governance [Difficulty level: Intermediate] 


You have probably heard a great deal about ‘good corporate governance’ in the press and maybe in the office 
too. What do you think it means? Why is it an important issue? 


See Answer at the end of this chapter. 


Why is governance an important issue? 


Governance has become a very major business issue in recent years — especially since the financial crisis 
since 2007 — because, simply put, in getting things done a business's managers very often lose sight of: 


e Whom they are seeking to benefit, and 
e __ The fact they should not harm others 


This is often referred to as the agency problem. 


Agency problem: shareholders and management 


Managers of a company are there to ensure that the interests of the shareholders, who in large companies are 
not usually also the managers, are looked after. Managers therefore effectively act as the ‘agents’ of the 
shareholders when managing the company, though not in the full legal sense. This means that: 


° ownership and control are separated, and 
) conflicts arise between the interests of those in control of the company and those who own it. 


These issues are known together as agency theory or stewardship theory, as described by the Organisation 
for Economic Co-operation and Development (OECD). 


‘Put simply, the interests of those who have effective control over a firm can differ from the interests of 
those who supply the firm with external finance. The problem, commonly referred to as a principal-agent 
problem, grows out of the separation of ownership and control and of corporate outsiders and insiders. In 
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2.1 
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the absence of the protections that good governance supplies, asymmetries of information and difficulties 
of monitoring mean that capital providers who lack control over the corporation will find it risky and costly 
to protect themselves from the opportunistic behaviour of managers and controlling shareholders.’ 

OECD, Principles of Corporate Governance 


Historically, wnen managers ran a company in a way that suited their own interests, without due regard to the 
interests of the shareholders, they often got away with it because: 


e They had better information than the shareholders about what was going on 
e They were not sufficiently accountable for their stewardship, decisions and actions 


The importance of information 


Shareholders make decisions to invest in the company’s shares, and/or to hold onto the shares, largely on the 
basis of information supplied by managers in the company’s name. The value of a shareholder’s investment 
can therefore be at risk from receiving inadequate information to judge what is happening. 


The need for accountability 


Shareholders also rely on managers to account to them for their stewardship of the company’s resources. 
Through a combination of withholding information, failing to report to shareholders as required (basically, hiding 
information) and making decisions that are in their own rather than the company’s interests, managers and 
company directors have historically been able to avoid true accountability to shareholders. 


What is corporate governance? 


Definitions 


Corporate governance: ‘A set of relationships between a company’s management, its board, its shareholders 

and other stakeholders...that provides the structure through which the objectives of the company are set 

...attained...and monitored’. 
OECD, Principles of Corporate Governance 


Corporate governance: ‘the system by which companies are directed and controlled. Boards of directors are 
responsible for the governance of their companies. The shareholders’ role in governance is to appoint the 
directors and the auditors and to satisfy themselves that an appropriate governance structure is in place. The 
responsibilities of the board include setting the company’s strategic aims, providing the leadership to put them 
into effect, supervising the management of the business and reporting to shareholders on their stewardship. 
The board’s actions are subject to laws, regulations and the shareholders in general meeting’. 

Cadbury Committee Code on Corporate Governance 


What are the objectives of corporate governance? 


There are four broad perspectives on what the objectives of corporate governance should be. 


The public policy perspective on corporate governance 
Some would argue that the aim of corporate governance is to ensure that the company meets: 


e The objectives of its shareholders, plus 
e — The interests of other individuals and groups with a direct ‘stake’ in the company, plus 
e The interests of the public at large 
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in other words, there is a public policy perspective to corporate governance, as well as a corporate perspective. 


‘From a public policy perspective, corporate governance is about nurturing enterprise while ensuring 
accountability in the exercise of power and patronage by firms. The role of public policy is to provide firms 
with the incentives and discipline to minimise the divergence between private and social returns and to protect 
the interests of stakeholders.’ 
OECD, Principles of Corporate Governance 


The stakeholder perspective on corporate governance 


Taking a more narrow ‘stakeholder view’, corporate governance means a balance between economic and 
social goals and between individual and communal goals. The framework of corporate governance should 
therefore: 


e — Encourage the efficient use of resources through efficient investment 


e Require accountability from the company’s senior management (its board of directors) to shareholders 
for the way it has managed and taken care of those resources 


e  Aimto align the interests of shareholders and companies with those of other stakeholders 


The corporate perspective on corporate governance 


We normally think of the aim of a company as being to maximise the wealth of the shareholders, provided it 
conforms to the rules of society (its laws and customs). This means that a company’s senior management 
should balance the interests of shareholders with those of other stakeholders in order to achieve long-term 
sustained value for shareholders. 


The stewardship perspective on corporate governance 


Probably the most narrow view of corporate governance is to take the approach that the law requires directors 
to act in the best interests of the company when acting as ‘stewards’ of the company’s resources. This is 
called the stewardship approach or perspective, and is related most directly to solving the agency problem 
outlined above. 


A definition of corporate governance 


Whether a corporate, public policy or stakeholder perspective is taken, rather than the OECD's definition set 
out above, we could use the following: 


Definition 
Corporate governance: A structured system for the direction and control of a company that: 


e Specifies the distribution of rights and responsibilities between stakeholders, such as the shareholders, 
the board of directors and management. 


e Has established rules and procedures for making decisions about the company’s affairs. 


BSEC Corporate Governance Guidelines 2012 defines corporate governance in terms of its purpose, and takes 
a stewardship perspective on this. 


Definition 


Corporate governance: ‘The purpose of corporate governance is to facilitate effective, entrepreneurial and 
prudent management that can deliver the long-term success of the company...[it] is therefore about what the 
board of a company does and how it sets the values of the company, and is to be distinguished from the day to 
day operational management of the company by full-time executives’ 


FRC, UK Corporate Governance Code 2010 


Governance, corporate responsibility, sustainability and ethics 


263 


3.1 
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3.2.1 


3.3 


Stakeholders’ governance needs 


‘Stakeholders’ interests cano en 9e n conflict, and it is not ug oo oh = powerful (the 
shareholders) ' win, cgh ds a its eerie bade i artes 
Stakeholders. need the company’ s : dotporsis governance to ensure tise their interests ‘and axpiictations 


will be reflected in. ‘the company’ s objectives; the scope for conflict of interests. is Teduced; the company: 
follows. good practice in. corporate governance and business ethics. te 


What are stakeholders’ governance needs? 


In Chapter 1 we saw the stakes, interests and expectations of each category of stakeholder in a company, and 
in Chapter 4 we saw how companies can ‘map’ these points as an aid in determining what the company’s 
objectives should be. We need now to look at both conflicts between stakeholders’ interests and their 
governance needs. 


Conflicts between stakeholders’ interests 


No company can exactly meet all the expectations of all its stakeholders all of the time. There is often a 
conflict of interests between different stakeholder groups, with each group wanting different things, in order to 
achieve incompatible objectives. In most cases the company will set itself a strategy that at least attempts to 
balance these conflicting interests whilst acknowledging that the interests of shareholders are dominant. 


Occasionally however there will be a serious conflict of interests. 


What are the symptoms of a serious conflict of interests? 
There is no standard way in which a serious conflict of interest becomes apparent. It may become evident by: 


e __ Financial collapse without warning, as in the case of US energy corporation Enron in 2002 


e Directors trying to disguise the true financial performance of the company from shareholders by 
‘dressing up’ the published financial statements so shareholders cannot judge properly the condition of 
their investment 


e Disputes over directors’ remuneration such as huge salaries, bonuses, pension schemes, share 
options, golden hellos and golden goodbyes and other benefits and, in general, directors’ rewards that do 
not vary according to the company’s performance and the benefits obtained for the shareholders 


° Decisions taken by a board of directors to satisfy their own wish for power and rewards rather than to 
boost the interests of shareholders, such as recommendations on shareholders accepting certain 
takeover bids and offers 


Stakeholders’ governance needs 


° For their interests and expectations to be reflected in the company’s objectives 
° For the scope for conflicts to be reduced 

° For the company to adhere to good practice in corporate governance 

° For the company to adhere to good business ethics 


Symptoms of poor corporate governance 


lone or together, may 
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The following symptoms can indicate that there is poor corporate governance: 


¢ Domination of the board by a single individual or group, with other board members merely acting as a 
rubber stamp 


° No involvement by the board: meeting irregularly, failing to consider systematically the organisation’s 
activities and risks, or basing decisions on inadequate information 


° Inadequate control function, for instance no internal audit, or a lack of adequate technical knowledge in 
key roles, or a rapid turnover of staff involved in accounting or control 


e Lack of supervision of employees 
e Lack of independent scrutiny by external or internal auditors 
° Lack of contact with shareholders 


e Emphasis on short-term profitability, leading to concealment of problems or errors, or manipulation of 
financial statements to achieve desired results 


e Misleading financial statements and information 


- 4 Worked example: Poor corporate governance 


Techpoint plc is a medium sized public company that produces a range of components used in the 
manufacture of computers. The board of directors consists of Chairman Max Mallory, Chief Executive Richard 
Mallory, and Finance Director Linda Mallory, all of whom are siblings. There are five other unrelated executive 
directors. All directors receive bonuses based on sales. The company’s sales are made by individual salesmen 
and women each of whom has the authority to enter on the company’s behalf into contracts unlimited in value 
without the need to refer to a superior or consult with other departments. It is this flexibility that has enabled the 
company to be very profitable in past years. However, a number of bad contracts in the current year have 
meant that the Finance Director has re-classed them as ‘costs’ to maintain healthy sales and to protect the 
directors’ bonuses. 


What are the corporate governance issues at Techpoint plc? 


Solution 
The main corporate governance issues are: 


(a) Domination by a small group: all the key directors are related which gives them power over the other 
executives. 


(b) Short-term view: directors’ bonuses are based on short-term sales and caused the manipulation of 
accounts to achieve them. 


(c) Lack of supervision: the sales force can tie the company into large loss-making contracts without any 
checks. There is no authorisation or communication with other departments which means the company 
may take on contracts that it cannot fulfil. The company has been hit hard with bad contracts in the current 
year. 


5 What is meant by ‘good practice’ in corporate governance? 


Good practice in corporate governance is concerned with: 


e Risk management and reduction 


e __ Ethical and sustainable pursuit of the business’s strategy in a way which safeguards against misuse 
of resources, physical or intellectual and which aims at ensuring success over the long term 
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e Openness and transparency: disclosure of information 
¢ Integrity and probity: applying the spirit of the law as well as its letter, and being honest in all dealings 


e Accountability: monitoring and judging directors’ performance based on the returns that the company 
has achieved under their stewardship 


e Reducing the potential for conflict 

e Reconciling the interests of shareholders and directors as far as possible 
The five key elements of good corporate governance are as follows: 

e ‘The Board of Directors 


— Executive directors of a very high standard in terms of their decision-making and of the culture that 
they create in the company 


- Non-executive directors who are independent of the executives yet who accept that they have 
collective responsibility with the rest of the board for corporate governance 


-— Committees of the board of directors as a whole that are properly constituted and have the power 
and resources to make the decisions delegated to them by the main board. 


e Senior management of high quality and able to: 
— Put into effect the decisions of the board 
-  'Whistle-blow’ on the activities of the company should the need arise 


Shareholders who are proactive at meetings and generally ensure that the board is acting in their best 
interests and within the spirit of good corporate governance 


e External auditors working on behalf of the shareholders totally independently of the directors when 
reaching a conclusion as to whether the company’s financial statements show a true and fair view 


¢ Internal auditors who are independent of the directors as far as possible, reporting to the Audit 
Committee of the board or to some other committee dominated by non-executives 


6 The effect of types of financial system on governance 


in Chapter 8 we looked at the Bangladesh financial system and its role in business finance. We now need to 
determine why the type of financial system overall influences so profoundly the approach taken to corporate 
governance. 
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Types of financial system 
There are two broad types of financial system: 


e Bank-based systems 


¢ Market-based systems 


Whether a system favours banks or the markets is determined by how the factors we saw in Chapter 8 are 
balanced, namely: 


e How households prefer to hold their assets 


e — The degree of dominance of the system by financial intermediaries and therefore by indirect investment 
as opposed to direct investment 


¢ How businesses are financed, that is the balance of retained earnings, debt and equity 


In turn, many of these preferences in a system are determined by its attitude to some of the problems inherent 
in any system that is designed to ensure the flow of funds from savers to borrowers: 


e Instability associated with financial markets 


*« The degree of government intervention in and regulation of the system (government activity has 
become increasingly discredited) 


° How effective markets as opposed to intermediaries are at allocating resources (in economic terms, 
markets are perceived as being better at this) 


e How far markets are limited by market imperfections, such as: 


— Transaction costs 
— Insider trading, and 
- Asymmetric information 


We shall cover market imperfections in Chapters 13 and 14 of this Study Manual. 


Bank-based financial systems 


Continental European systems, especially those of France and Germany, have traditionally been bank-based 
systems, as has the Japanese financial system. While there are significant differences between them, we can 
characterise a bank-based financial system as follows: 


e Households prefer to bear little risk and so allocate more of their financial assets to cash and cash 
equivalents ie deposits with banks 
. Households have less access to investments in physical assets such as housing ie less choice 


. Where households do invest in securities, this is primarily done via intermediaries such as pension and 
mutual funds, so institutional shareholders are influential 


¢ There is comparatively more government regulation, often as a result of historic financial catastrophes 


° Banks are highly concentrated and integrated in terms of providing both banking (deposit-taking) and 
non-banking (insurance, etc) services 


° Bank lending is the most important source of business finance, after retained earnings (though not in 
Japan) 


° Banks and businesses are highly integrated: banks have a long-term relationship with the businesses 
they lend to, usually cemented by the bank: 


- Holding equity in the business as well as debt 
— Having equity held by the business (a ‘cross-holding’) 


- Having access to detailed management information so there is less risk that their lending will be 
jeopardised by undesirable activities 


- Being involved in the business’s Strategic decisions, often by having seats on the board 
- Becoming actively involved if there are financial problems 


° Markets are volatile and speculative because companies are dependent on bank finance and thus have 
high gearing 
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Together these factors mean that the dominant force in external finance for businesses is represented by 
banks. However, most bank-based systems are becoming increasingly market oriented, with less regulation 
and a higher profile for financial markets. 


interactive question 2: Risk [Difficulty level: Exam standard] 


in the UK households hold proportionately more of their assets in the form of equity than in Japan. What does 
this say about UK households’ attitude to risk? 


See Answer at the end of this chapter. 
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6.3 Market-based financial systems 


World's leading financial systems have traditionally been market-based systems. While there are significant 
differences between them, we can characterise a market-based financial system as follows: 


e Households bear more risk and so hold proportionately more equity and proportionately fewer deposits 
with banks 

e Households have greater access to investments in physical assets such as housing ie more choice 

° High levels of indirect investment via intermediaries such as pension and mutual funds mean that 
institutional shareholders have a great deal of influence 

« Markets are more important than banks for long-term finance, though retained earnings remain the most 
important source of funds 

° They are comparatively unregulated 

e Banks are more fragmented with less integration of banking and non-banking services (though this has 
changed to a large degree) 

e Banks have less close relationships with the businesses they lend to, not holding equity and not 
being involved in decision-making 

Together these factors mean that the dominant force in external finance for businesses is represented by 

institutional shareholders. 


6.4. Financial intermediation and the importance of information 


In both types of system financial intermediation is of increasing importance, because intermediation is seen as 
the way to overcome market imperfections, especially that of asymmetric information. While lending banks in 
bank-based systems have access to information about companies that is not shared with investors in the 
financial markets, so too have institutional shareholders in market-based systems historically been kept better- 
informed than the general public about the affairs of the business in which the intermediary holds debt and 
equity. 


The increasing influence of institutional shareholders means that there is increasing pressure on companies: 


e Toconduct themselves well (good corporate governance) 
e  Torespond to the requirements of institutional shareholders 
e To provide good financial information via financial reporting 


7 Governance structures 
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7.1 


7.2 


What is a governance structure? 


Definition 


Governance structure: The set of legal or regulatory methods put in place in order to ensure effective 
corporate governance. 


There are two basic governance structures: 


e ~=—- Statutes 
e Codes of practice 


Different countries use different combinations of statutes and codes of practice, depending in part on whether 
they have principles-based or a shareholder-led approach to governance structures. 


Principles-based approach to governance structures 


In most countries the approach to governance structure is determined initially by the desire to adhere to certain 
principles of good corporate governance, as set out in the OECD's Principles of Corporate Governance 
(revised in 2004). These Principles ‘focus on governance problems that result from the separation of ownership 
and control’ and are intended to assist: 


‘Governments in their efforts to evaluate and improve the legal, constitutional and regulatory framework of 
corporate governance...and to provide guidance and suggestions for stock exchanges, investors and 
companies.’ 

Preamble to Principles of Corporate Governance, OECD 


The OECD Principles are that the corporate governance framework (the governance structure) should: 


1 Promote transparent and efficient financial markets, be consistent with the rule of law and clearly 
articulate the division of responsibilities among different supervisory, regulatory and enforcement 
authorities. 


2 _ Protect and facilitate shareholders’ rights, including the following basic rights: 


e To have secure methods of ownership registration 

e To convey and transfer shares 

e To obtain relevant and material information on the company on a timely and regular basis 

e To participate in and vote at general meetings, including the right to ask questions of the board 
e To elect and remove members of the board 

e To share in the company’s profits 


° To participate and be involved in fundamental company changes such as amendments to the 
company’s constitution 


3 Ensure the equitable treatment of all shareholders, including minority and foreign shareholders. All 
shareholders should have the opportunity to obtain effective redress for violation of their rights: 


e All shareholders in the same class should be treated equally 
° Insider trading should be prohibited 


° Directors and key managers should disclose whether they have an interest in material transactions 
entered into by the company 
4 Recognise the rights of stakeholders established by law or through mutual agreements, and encourage 
active co-operation between companies and stakeholders in creating wealth, jobs, and the sustainability of 
financially sound entities. 


5 Ensure that timely and accurate disclosure is made on all material matters, including the company’s: 


° Financial position and performance 
e Ownership 

e Objectives 

e Board remuneration policy 
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e __ Related party transactions 
e Foreseeable risk factors 


6 Ensure the strategic guidance of the company by the board, the effective monitoring of management by 
the board, and the board’s accountability. 


Principle 5 enshrines in particular: 
e The need for and status of the external audit, and 


e The need for an effective approach to the provision of analysis or advice by analysts, brokers, rating 
agencies and others, that is: 


— Relevant to decisions by investors 


— Free from material conflicts of interest that might compromise the integrity of their analysis or advice 


Shareholder-led approach to governance structures 


In the UK and the US in particular, greater emphasis has been placed on the role of shareholders in 
governance structures. This is because they are market-based financial systems where _ institutional 
shareholders have very high levels of investment in the shares of leading companies. 


Institutional shareholders’ is a broad term for organisations which invest money on behalf of other people 
(their beneficiaries). They comprise: 


° Insurance companies 

e Pension funds 

e Investment trusts 

° Investment managers who act as agents of the above bodies, eg unit trusts 


Good corporate governance is greatly assisted when institutional shareholders have an agenda for dialogue 
with boards of directors and follow that up so they can secure their own interests and those of their 
beneficiaries. Where this is the case, as in the UK and the US, determining the appropriate governance 
structure is said to be a ‘sharehoider-led process’ rather than a principles-based one. 


Possible structures for the board of directors 
There are two types of structure for the board of directors as a whole. 


e A unitary board is responsible for both management of the business and reporting to the shareholders, 
via the financial statements and shareholder meetings. This is the basic system under Bangladesh statute 


e A dual or supervisory board structure, as is seen in Germany for instance, with roles split between: 


— The management board, with responsibility to manage the company using similar powers to the 
unitary board, and 


— The supervisory board: an independent separate board elected by the shareholders and the 
employees, often comprising a series of committees with delegated powers. In Germany for instance 
the supervisory board has powers to: 


— Appoint and remove members of the management board 
- Request information from members of the management board 


— Receive formal reports on policy, financial performance, the state of the company’s affairs and 
exceptional occurrences 


— Approve or not approve the income statement, balance sheet and dividends declared 
— _ Inspect books and records 
~ Perform independent reviews 


— Convene shareholder meetings 
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7.5 The governance structure of Bangladesh 


In Bangladesh, Companies Act 1994 sets out a great many of the rules on corporate governance, especially 
with regard to: 


¢ The board of directors (a unitary board is required) 
e Directors’ powers and duties 


e The relationship of the company with directors, such as loans to directors and the interests of directors 
in company contracts 


¢ — Accountability for stewardship and financial reporting via the financial statements 
° Rules on meetings and resolutions 


Statutory provisions on corporate governance are outside the scope of the Business and Finance syllabus. 


In addition to these statutory rules, large companies that are listed with Stock Exchange are regulated by the 
BSEC guidelines (which we saw in Chapter 10). They must either: 


e Comply with the principles of the BSEC’s Corporate Governance Guidelines 2012, or 
¢ Explain why they have not so complied, and 


¢ Attach with annual report the status of each provision of the guidelines, whether complied or not along 
with a certification from a member of ICAB, or ICMAB, or ICS. 


Finally, with reference back to the Cadbury Committee definition of the context of the Corporate Governance, 
remember that the board is subject to the shareholders in general meeting as well as to laws and 
regulations. 


We saw above that companies should display integrity and probity, and also that one of the key governance 
needs of stakeholders is for the company to adhere to good business ethics. We shall look at these points, 
and the related idea of an ethical culture in a company now, and then return to Bangladesh Corporate 
Governance in Chapter 12. 


8 Ethics, business ethics and an ethical culture 
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What are ethics? 


Definition 
Ethics: A system of behaviour which is deemed acceptable in the society or context under consideration. 
Ethics teil us ‘how to behave’. 


What is an ethical culture? 


Definition 


Ethical culture: A business culture where the basic values and beliefs in a company encourage people within 
the company to behave in line with acceptable business ethics. 


Every company has different sets of beliefs and values, which together make up its culture, as we saw in 
Chapter 2. What particular business values underlie an ethical culture? 


Some of the Nolan principles established by the Committee for Standards in Public Life are a useful starting 
point for business values in a company as a whole: 


e Integrity 
e «= Objectivity 

e — Accountability 
e Openness 

° Honesty 


In Setting the tone: ethical business leadership by Philippa Foster Back (published by the Institute of Business 
Ethics) the author lists further business values: 


Truth 
Transparency 
Fairness 
Responsibility 
Trust 


The importance of business values in a company’s culture is that they underpin both policy and behaviour 
throughout the company, from top to bottom. 


Along with the business values listed above are statutory requirements of all companies: 


e —_ Equality for all 
e Nodiscrimination on any grounds 
e Freedom of information 


Values are promoted in the company by the board of directors which should be committed to: 
e Openness and transparency in decisions and use of resources 
e Promoting good relationships wherever possible 


e High standards in their own personal behaviour, especially preparing adequately for and attending 
meetings, and being involved in decision making 


Stakeholders, including customers, employees, investors, government and regulators, place great pressure on 
companies about their values and their business ethics. 
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What are business ethics? 


Definition 


Business ethics: The ways in which a company behaves in a society which has certain expectations of how a 
decent company should behave. They represent the moral standards that are expected. 
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Acceptable business ethics may comprise as a minimum: 


° Paying staff decent wages and pensions 

e Providing good working conditions for staff 
e Paying suppliers in line with agreed terms 

e Sourcing supplies carefully (Fairtrade etc) 

° Using sustainable or renewable resources 

e Being open and honest with customers 


The important point to note however is that society’s expectations, which can and do change, mould 
business ethics. Expectations have an effect at three levels: 


e At the overall level of ‘what is the role of business in society?’ 
e At the level of a specific company, and what it can do to manifest business ethics 
e ~— At the level of individuals within the company 


The term social responsibility is often used in this context. 


Definition 
Social responsibility: How far a company exceeds the minimum obligations it owes to stakeholders and 
society by virtue of regulations and corporate governance. In particular, it is concerned with the company’s 


obligations to those stakeholders which are unprotected by contractual or business relationships with the 
company, namely local communities, consumers in general and pressure groups. 
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In a survey in 2012 by the Institute of Business Ethics, members of the public were asked what issues of 
company behaviour most needed addressing. The results, in descending order of importance, are a useful list 
of what society asks of business at a particular point in time: 


e Executive pay 
Corporate tax avoidance 
e Discrimination in treatment of people 
e Bribery and corruption 
e Employees being able to speak out about company wrongdoing (‘whistle-blowing’ — see below) 
e Fair and open pricing of products and services 
e — Environmental responsibility 
° Harassment and bullying in the workplace 
e Openness with information 
Sweatshop labour 
Advertising and marketing practices 
Human rights 
e Work-home balance for employees 
e Safety and security in the workplace 
e Treatment of suppliers 


Interactive question 3: Ethical pressures [Difficulty level: Intermediate] 


In what areas of a business would you say there were the greatest pressures not to behave ethically, and from 
what source does this pressure come? 


See Answer at the end of this chapter. 
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8.4 How can an ethical culture be promoted? 
An ethical culture can be promoted by a combination of: 


e Ethical leadership from the board of directors 
e Codes of ethics or business conduct 
° Policies and procedures to support ethical behaviour 


8.4.1. Ethical leadership from the board of directors 


Most of the scandals which created so much interest in corporate governance and business ethics since the 
first years of this century centred on the fact that the company involved was being led by unethical directors. 
The degree of their unethical behaviour may range from criminal dishonesty (such as Bernie Ebbers at 
WorldCom) to a simple failure to accept responsibility (such as Fred Goodwin at RBS). Such behaviour 
undermines trust. 


The board should provide ethical leadership to the company: it should lead by example. Philippa Foster Back 
identifies the following attributes and behaviours of ethical leaders: 


Attributes Behaviours 


Openness Be open minded and willing to learn, and encourage others to learn. 
“Courage —_Be determined and direct; actively stamp out poor behaviour. = - 
“Ability to listen Be aware of what is going on and know that doing the right thing is the right thing to do. 
‘Honesty -—=—=Be considerate and cautious in managing expectation. = | 


Fair mindedness Be independent and willing to challenge the status quo. 


8.4.2 Codes of ethics or business conduct 


There is no general ethical code such as Corporate Governance to which companies can subscribe when it 
comes to business ethics and conduct. Instead each company should draw up a written code of ethics or 
Statement of business conduct which is suited to its own unique situation, values and culture. In a survey in 
2012 in the UK and the US, CIMA found that 80% of organisations surveyed provided a code of ethics to guide 
employees about ethical standards in their work, up from 72% in 2008. 


LL Definition 
LE Code of ethics: A formalisation of moral principles or values, responsibilities and obligations. 


Organisations have several reasons for introducing ethical codes. 
¢ Communication: ethical codes communicate the standard of behaviour expected of employees. 


e Consistency of conduct: with the message effectively communicated, the behaviour of employees can 
be standardised or made consistent across all its operations and locations. Customers, suppliers and 
other stakeholders will receive similar treatment wherever they are. 


e Risk reduction: standardised behaviour reduces the risk of unethical actions as employees who are 
unethical will ‘stand out’ and can be dealt with. This reduces the risk of a few employees irrevocably 
damaging the reputation of the organisation and the trust people have in it. 


e Compliance with corporate governance rules: the Cadbury Committee Report on corporate 
governance in 1992 first recommended that businesses draw up codes of conduct and publish them 
internally and externally, so all employees know what is expected of them. 


The functions of a code of ethics are: 
¢ — To tell the world at large what the company is striving to achieve in terms of ethical conduct 


e To communicate a guide for the company as a whole to follow in its dealings with third parties 
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e To provide guidance for individuals within the company as to how to act 


e To describe what the company aims to do in the event that an employee highlights unethical behaviour 
and abuse within the company 


A company should have three objectives for a code of ethics in mind: 


e To improve behaviour 
e To build the company’s reputation and the trust of stakeholders in the company 
¢ Toimprove performance and build value 


A code of ethics should ideally inform directors and everyone else in the company that ethical behaviour is 
expected of them. This may mean: 


e Performing their duties and undertaking their responsibilities honestly, objectively and with diligence 


° Loyalty 

e¢ —_ Not acting in a way which will discredit the company 

e Avoiding a situation where they have a conflict of duty between the company’s interests and their own 
° Not accepting inducements or bribes which will affect their judgement 

e Keeping information confidential and not using it for personal gain 

e —_ Maintaining high standards of dignity, morality and competence 

e — Respecting human rights (of suppliers, workers and the public) 

e Being environmentally aware (in many forms, depending on the industry) 

° Making ethical investments 

° Fighting corruption 


e  Whistle-blowing to a regulator or other external body where appropriate (see below) 


8.4.3. Whistle-blowing 


Employees who make the decision to ‘blow the whistle’ are driven to do so by their own moral values and 
their need to ‘do the right thing’, but they will normally only do so once they have tried but failed to get the 
problems addressed internally. This is where an effective code of ethics could make all the difference; if there 
were true backing in the company for ethics then problems would get sorted out before the whistle was blown 
externally. 


8.4.4 Policies and procedures to support ethical behaviour 


e Active leadership by managers 

e Consultation and communication procedures so everyone is aware of the code of ethics 
e Piloting of the code in draft form so that people have an input to its content 

e — Review of the code so that it retains its position at the heart of how the company actually does business 
Training 

Speak-up lines/helplines for internal whistle-blowing 

Performance appraisals incorporating values 

Remuneration policies not cutting across values 

Disciplinary policies enforcing values 

Monitoring of how ethical behaviour is taking place 

Audit and assurance regarding values 

Reporting regularly 

Complaints systems that help employees to draw attention to unethical behaviour 

An explicitly stated duty to report breaches of specific ethical requirements 
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Ethical audit 


In order to ensure that the code of ethics and its supporting policies and procedures are operating effectively, 
and to improve accountability and transparency towards stakeholders, many companies now conduct ethical 
audits. 


Definition 


Ethical audit: A process which measures the internal and external consistency of a company’s values base. 
International Society of Business, Economics and Ethics 


The ethical audit produces an ethical profile, which brings together all of the factors affecting a company’s 
reputation by examining the way in which it does business. At a given point in time, this ethical profile: 


Clarifies the actual values to which the company operates 

Provides a baseline by which to measure future improvement 

Points the way towards meeting any societal expectations which are not currently being met 
Gives stakeholders the opportunity to clarify their expectations of the company’s behaviour 
Identifies specific problem areas within the company 

e Identifies the issues which motivate employees 

e Identifies general areas of vulnerability, particularly related to lack of openness 


ICAB members and business ethics 


We studied the ICAB Code of Ethics in Chapter 9 of this Study Manual. Note that there is no requirement on 
ICAB’s members in business to implement the Code for the business itself, nor to implement policies and 
procedures such as a unique code of ethics for the business, or an ethical audit. However, members in 
business are encouraged by the ICAB to promote an ethical culture as far as possible, and of course must 
apply the Code in relation to their own conduct. 


Promoting sustainability and corporate responsibility 
Businesses adopt international standards and codes of conduct for many reasons, including; 


to meet legal compliance requirements 

to build trust and credibility 

to gain external verification and certification 

to gain or restore stakeholder confidence 

to improve management systems through the use of standards and processes 


Environmental management systems (EMS) consist of procedures for compliance with a number of stated 
environmental policy objectives and targets, and therefore they assist the business in promoting sustainability 
and corporate responsibility. As well as documenting system procedures and instructions they also help to 
ensure internal communication for implementation of agreed actions. An EMS requires a supporting audit 
programme. 


The internationally recognised ISO 14001 Environmental Management Standard is not itself a measurement 
system, but companies with ISO 14001 in place may evaluate environmental performance against a stated 
environmental policy, objectives, targets and other performance criteria with an explicit commitment towards 
continuous improvement. Adopting ISO 14001 helps a company to develop comprehensive, quantitative 
measures of environmental performance as well as purely qualitative descriptions of related company 
practices. 
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Summary and Self-test 


Summary (1/2) 


Governance: 
Direction and control of company 


C. 
H 
A 
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‘Agency problem: 


Managers had better’ Shareholders, 
information than and who own the 
are not accountable to company 


Conflicts of Corporate governance 
interest ~ Distribution of rights/responsibilities Perspectives 
between shareholders and managers — Corporate 
— Public policy 


Stakeholders’ governance — Sets rules for procedures for making 
needs: decisions for the company — Stakeholder 


Interests and expectations 
reflected in objectives 


Scope for conflict of 
interest to be reduced 
Good practice in Good practice in corporate governance 


corporate governance Openness/transparency 
Good business ethics (2/2) Integrity/accountability 
Reducing potential for conflict 
Reconciling shareholders’/directors’ interests 


Key elements: 
Board of directors Which type of governance? 
(exec and non-exec, Affected by: 


committees) 
Type of governance Type of financial 
structure system 


] 


Senior management 
Shareholders 
External auditors 


Internal auditors 


OECD Shareholder- Market- 
Principles led based 


Code of 
practice 


Bangladesh governance structure 
- Company law 
- BSEC CG guidelines 
- Bank Company Act 2013 
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Summary (2/2) 


Ethics 


‘How we should behave’ 


Business values 
Integrity —~ — Truth 


Promoted by board Objectivity — Transparency 


of directors a: ie 
‘ethical leadership’ Accountability Fairness Environmental 


Openness Responsibility management 
Honesty Trust system 


Sustainability 


Business ethics 


Ethical — ‘How the company should behave’ 
culture Transparent — Trustworthy 
Open — Accepting of responsibility Corporate 
responsibility 


Code of ethics/ Whistle Policies and Ethical 
business conduct blowing procedures audit 
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Self-test 
Answer the following questions. 
1 The agency problem concerns the misalignment in interests and conflicts of interest between 


A Banks and financial markets 

B Regulators and professional bodies 
C Government and industry 

D Directors and shareholders 


2 In a company with weak corporate governance managers may be able primarily to pursue their own rather 
than the company’s interests because, in relation to shareholders 


A __ They have more information and high levels of accountability 
B_ They have less information and high levels of accountability 
C They have more information and low levels of accountability 
D They have less information and low levels of accountability 


3 In comparison with the corporate and the public policy perspectives on corporate governance, the 
stakeholder perspective places least emphasis on 


A Accountability 

B_ Alignment of interests of shareholders and other stakeholders 
C Good information 

D Efficient use of resources 


4 Good practice in corporate governance requires that openness and transparency should be supported by 


A __ Reducing the potential for conflicts of interest 

B Disclosure of information 

C Reconciling the interests of shareholders and directors 

D Judging performance of directors on the basis of return on investment 


5 In the Japanese financial system the biggest source of finance for businesses is 


A Bank loans 

B Loans from private individuals 
C Retained earnings 

D_ The capital markets 


6 The OECD's Principles of Corporate Governance require protection of which two of the following 
shareholders’ rights? 


The right to quarterly general meetings 

The right to real-time information on the company 
The right to a share in the company’s profits 

The right to inspect the company’s books of account 
The right to remove members of the board 
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7 In countries with a dual board structure, the supervisory board is elected by 


A__ Shareholders only 

B Employees only 

C Shareholders and employees only 

D Shareholders, employees and members of the management board 


8 Business ethics are primarily moulded by the expectations of 


A _ Directors 

B Customers 
C Government 
D_ Society 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Technical reference 


Principles of corporate 
1 Governance governance 2004 (OECD) 
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Answers to Interactive questions 


Answer to Interactive question 1 


Good corporate governance is more than good management and effective leadership: it is about directing and 
controlling a company so that it meets the objectives that have been agreed with stakeholders, particularly 
shareholders, and so that it meets the needs of users and the markets for information, accountability and good 
behaviour. This should ensure that the company has a sustainable future in the long term. 


Answer to Interactive question 2 


Equity is a more risky form of investment than cash and cash equivalents so it would appear that UK 
households are less risk averse than Japanese ones. 


Answer to Interactive question 3 


The pressure not to behave ethically in business mainly derives from the need to gain commercial advantage in 
a fiercely competitive world. Areas where unethical behaviour often occurs are: 


¢ Procurement — bribe taking, exploitation of suppliers 
e Excessive client and supplier entertainment 

e Inflated directors’ expenses 

e — Engaging in conflicts of interests 

e Disclosing or using confidential information 
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CHAPTER 12 


Corporate governance 


Introduction 
Examination context 
Topic List 
1 Bangladesh Corporate Governance Code 
2 The detailed content of Bangladesh Corporate Governance Code 
3 Internal control 
4 The role of external audit 
5 The role of internal audit 
Summary and Seif-test 
Technical reference 
Answers to Interactive questions 
Answers to Self-test 
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Introduction 


Learning objectives Tick off 


° Identify and show the distinction between the roles and responsibilities of those charged with 
corporate governance and those charged with management, including the basics of Bangladesh ~ [| 
Corporate Governance Code 


e Identify the roles and responsibilities of the members of the executive board, any supervisory Cl 
board, the audit committee and others charged with governance, internal audit and external audit 


° Identify the roles and responsibilities of those responsible within a business for internal audit and EI} 
for the external audit relationship vs 


Specific syllabus references are: 5c, e, f. 


Syllabus links 


Corporate governance is developed further in Audit and Assurance at the Professional level, and at the 
Advanced level. 


Examination context 
Questions on corporate governance are certain to appear in your exam. 


Questions are likely to be set in multiple choice format in a scenario context, though knowledge-type questions 
are also likely on particular definitions and principles. 
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1.1 


Bangladesh Corporate Governance Code 


remun aration: relations with shareholders. 


In Sangindeek: 


1. Bangladesh Security and Exchange Commission (BSEC), 
2. Registrar of Joint Stock Companies (RJSC) and 
3. Bangladesh Bank (BB) 
are responsible for promoting high standards of corporate governance. 


They aim to do so by: 

° Maintaining an effective Corporate Governance Code and promoting its widespread application 
e Ensuring that related guidance, such as that on internal control, is current and relevant 

e — Encouraging shareholder engagement 


We shall look at each of these points in this chapter. 


What is the Bangladesh Corporate Governance Code? 


The Bangladesh Corporate Governance Code is a code of practice embodying a shareholder-led 
approach to corporate governance. It includes requirements of shareholders as well as of companies 
themselves. It began life in 1994 with the enactment of Companies Act 1994 and has been developed and 
enhanced in the decades since then. 


BSEC Corporate Governance Guidelines require all companies listed in Bangladesh to apply all the 
provisions of the guideline and to include in their annual reports a statement of compliance with the 
principles and provisions of the guideline or an explanation of non-compliance. Other companies are 
encouraged to follow the guideline as an example of ‘best practice’. Companies may experience pressure 
from their stakeholders if they do not adopt it. 


The principles of the Code are designed to help boards discharge their duties in the best interests of their 
companies by: 


° Encouraging all involved in a company to accept their legal obligations. This includes the board of 
directors (including non-executive directors), auditors and shareholders 


e Imposing certain checks and controls on executive directors but without restricting the commercial 
enterprise aspect of business 


Bangladesh Corporate Governance approach starts from the position that good governance is a tool that can 
improve the board’s ability to manage the company effectively as well as provide accountability to 
shareholders. 
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2 The detailed content of Bangladesh Corporate Governance 
Guideline 


BSEC Corporate Governance Guideline (‘comply’ basis) is set out based on series of principles, and all of 
which have provisions. It contains three main sections: 


e Leadership - Board Of Directors; 

e = Effectiveness- Duties of Chief Executive Officer (CEO), Chief Financial Officer (CFO), Head Of Internal 
Audit and Company Secretary (CS); 

e Accountability - Audit Committee; Reporting and Compliance of Corporate Governance; 


2.1 BOARD OF DIRECTORS: 


2.1.1 Effectiveness: the composition of the board 


Every company should be headed by an effective board which is collectively responsible for the long-term 
success of the company. 


The board and its committees should have the appropriate balance of skills, experience, independence and 
knowledge of the company to enable them to discharge their respective duties and responsibilities effectively. 


2.1.1.1 Board's Size 
The number of the board members of the company shall not be less than 5 (five) and more than 20 (twenty): 


Provided, however, that in case of banks and non-bank financial institutions, insurance companies and 
statutory bodies for which separate primary regulators like Bangladesh Bank, Insurance Development and 
Regulatory Authority, etc. exist, the Boards of those companies shall be constituted as may be prescribed by 
such primary regulators in so far as those prescriptions are not inconsistent with the aforesaid condition. 


2.1.1.2 Independent Directors 


All companies shall encourage effective representation of independent directors on their Board of Directors so 
that the Board, as a group, includes core competencies considered relevant in the context of each company. 
For this purpose, the companies shall comply with the following:- 


(i) At least one fifth (1/5) of the total number of directors in the company’s board shall be independent 
directors. 


(ii) For the purpose of this clause “independent director” means a director — 


a) who either does not hold any share in the company or holds less than one percent (1%) shares of the 
total paid-up shares of the company; 


b) who is not a sponsor of the company and is not connected with the company’s any sponsor or director 
or shareholder who holds one percent (1%) or more shares of the total paid-up shares of the company 
on the basis of family relationship. His/her family members also should not hold above mentioned 
shares in the company: 


Provided that spouse, son, daughter, father, mother, brother, sister, son-in-law and daughter-in-law 
shall be considered as family members; 


c) who does not have any other relationship, whether pecuniary or otherwise, with the company or its 
subsidiary/associated companies; 


d) who is not a member, director or officer of any stock exchange; 


e) who is nota shareholder, director or officer of any member of stock exchange or an intermediary of the 
capital market; 


f) who is not a partner or an executive or was not a partner or an executive during the preceding 3 
(three) years of the concerned company’s statutory audit firm; 


g) who shall not be an independent director in more than 3 (three) listed companies; 
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vi) 


h) who has not been convicted by a court of competent jurisdiction as a defaulter in payment of any loan 
to a bank or a Non-Bank Financial Institution (NBFI); 


i) who has not been convicted for a criminal offence involving moral turpitude. 


the independent director(s) shall be appointed by the board of directors and approved by the shareholders 
in the Annual General Meeting (AGM). 


the post of independent director(s) cannot remain vacant for more than 90 (ninety) days. 


the Board shall lay down a code of conduct of all Board members and annual compliance of the code to be 
recorded. 

the tenure of office of an independent director shall be for a period of 3 (three) years, which may be 
extended for 1 (one) term only 


2.1.1.3 Qualification of Independent Director (ID) 


(i) 


(ii) 


independent Director shall be a knowledgeable individual with integrity who is able to ensure compliance 
with financial, regulatory and corporate laws and can make meaningful contribution to business. 


The person should be a Business Leader/Corporate Leader/Bureaucrat/University Teacher with Economics 
or Business Studies or Law background/Professionals like Chartered Accountants, Cost & Management 
Accountants, Chartered Secretaries. The independent director must have at least 12 (twelve) years of 
corporate management/professional experiences. 


(iii) In special cases the above qualifications may be relaxed subject to prior approval of the Commission. 


2.2 Leadership: division of responsibilities 


2.2.1 Chairman of the Board and Chief Executive Officer 


The positions of the Chairman of the Board and the Chief Executive Officer of the companies shall be filled by 
different individuals. The Chairman of the company shall be elected from among the directors of the company. 
The Board of Directors shall clearly define respective roles and responsibilities of the Chairman and the Chief 
Executive Officer. 


2.2.1.1 Provision supporting the division of responsibilities 


The roles of the Chairman and Chief Executive should not be exercised by the same individual. The division 
of responsibilities between the Chairman and Chief Executive should be clearly established, set out in writing 
and agreed by the board. 


2.2.2 Leadership: the role of the board 


The board’s role is to provide entrepreneurial leadership of the company within a framework of prudent and 
effective controls which enables risk to be assessed and managed. The board should: 


Set the company’s strategic aims. 


Ensure that the necessary financial and human resources are in place for the company to meet its 
objectives. 


Review management performance. 


Set the company’s values and standards and ensure that its obligations to its shareholders and others 
are understood and met. 


All directors — both executives and non-executives — must act in what they consider to be the best 
interests of the company, consistent with their Statutory duties (these are set out in s90-115 Companies 
Act 1994 and are not examinable in Business and Finance). 
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2.3. Accountability: financial and business reporting 


The board should present a fair, balanced and understandable assessment of the company’s position 
and prospects. 


2.3.1 Principles supporting financial and business reporting 


The board’s responsibility to present a fair, balanced and understandable assessment extends to: 


Interim reports 

Other price-sensitive public reports 
Reports to regulators 

The statutory financial statements 


The board should establish arrangements that will enable it to ensure that the information presented is fair, 
balanced and understandable. 


2.3.2 The Directors’ Report to Shareholders 


The directors of the companies shall include the following additional statements in the Directors' Report 
prepared under section 184 of the Companies Act, 1994 (Act No. XVIII of 1994).- 
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Industry outlook and possible future developments in the industry. 
Segment-wise or product-wise performance. 

Risks and concerns. 

A discussion on Cost of Goods sold, Gross Profit Margin and Net Profit Margin. 
Discussion on continuity of any Extra-Ordinary gain or loss. 


Basis for related party transactions- a statement of all related party transactions should be disclosed in 
the annual report. 


Utilization of proceeds from public issues, rights issues and/or through any others instruments. 


An explanation if the financial results deteriorate after the company goes for Initial Public Offering (IPO), 
Repeat Public Offering (RPO), Rights Offer, Direct Listing, etc. 


If significant variance occurs between Quarterly Financial performance and Annual Financial Statements 
the management shall explain about the variance on their Annual Report. 


Remuneration to directors including independent directors. 


The financial statements prepared by the management of the issuer company present fairly its state of 
affairs, the result of its operations, cash flows and changes in equity. 


Proper books of account of the issuer company have been maintained. 


Appropriate accounting policies have been consistently applied in preparation of the financial statements 
and that the accounting estimates are based on reasonable and prudent judgment. 


International Accounting Standards (iAS)/International Financial Reporting Standards (IFRS), as 
applicable in Bangladesh, have been followed in preparation of the financial statements and any 
departure there-from has been adequately disclosed. 


The system of internal control is sound in design and has been effectively implemented and monitored. 


There are no significant doubts upon the issuer company's ability to continue as a going concern. If the 
issuer company is not considered to be a going concern, the fact along with reasons thereof should be 
disclosed. 


Significant deviations from the last year’s operating results of the issuer company shall be highlighted 
and the reasons thereof should be explained. 


Key operating and financial data of at least preceding 5 (five) years shall be summarized. 


If the issuer company has not declared dividend (cash or stock) for the year, the reasons thereof shall be 
given. 


The number of Board meetings held during the year and attendance by each director shall be disclosed. 


The pattern of shareholding shall be reported to disclose the aggregate number of shares (along with 
name wise details where stated below) held by:- 
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a) Parent/Subsidiary/Associated Companies and other related parties (name wise details); 


b) Directors, Chief Executive Officer, Company Secretary, Chief Financial Officer, Head of Internal 
Audit and their spouses and minor children (name wise details); 


c) Executives; 
d) Shareholders holding ten percent (10%) or more voting interest in the company (name wise details). 


Explanation: For the purpose of this clause, the expression “executive” means top 5 (five) salaried employees 
of the company, other than the Directors, Chief Executive Officer, Company Secretary, Chief Financial Officer 
and Head of Interna! Audit. 


V. In case of the appointment/re-appointment of a director the company shall disclose the following 
information to the shareholders:- 


a) a brief resume of the director; 
b) nature of his/her expertise in specific functional areas; 


c) names of companies in which the person also holds the directorship and the membership of 
committees of the board. 


‘B) Interactive question 1: Board effectiveness [Difficulty level: Intermediate] 


Lo What should the board do in order to provide entrepreneurial leadership for its company? 


See Answer at the end of this chapter. 


2.4 Effectiveness: The executive management 


2.4.1 Chief Financial Officer (CFO), Head Of Internal Audit And Company Secretary (Cs): 


2.4.1.1 Appointment 


The company shall appoint a Chief Financial Officer (CFO), a Head of Internal Audit (Internal Control and 
Compliance) and a Company Secretary (CS). The Board of Directors should clearly define respective roles, 
responsibilities and duties of the CFO, the Head of Internal Audit and the CS. 


2.4.1.2 Requirement to attend the Board Meetings 


The CFO and the Company Secretary of the companies shall attend the meetings of the Board of Directors, 
provided that the CFO and/or the Company Secretary shall not attend such part of a meeting of the Board of 
Directors which involves consideration of an agenda item relating to their personal matters. 


2.5 Accountability: audit committee and auditors 


The board should establish formal and transparent arrangements for considering how they should apply the 
corporate reporting and risk management and internal control principles and for maintaining an 
appropriate relationship with the company’s auditors. 


Provisions supporting the audit committee and auditors 


2.5.1 AUDIT COMMITTEE: 


(i) The company shall have an Audit Committee as a sub-committee of the Board of Directors. 


(ii) The Audit Committee shall assist the Board of Directors in ensuring that the financial statements reflect 
true and fair view of the state of affairs of the company and in ensuring a good monitoring system within 
the business. 


(iii) The Audit Committee shall be responsible to the Board of Directors. The duties of the Audit Committee 
shall be clearly set forth in writing. 
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2.5.1.1 Constitution of the Audit Committee 


(i) The Audit Committee shall be composed of at least 3 (three) members. 


(ii) The Board of Directors shall appoint members of the Audit Committee who shall be directors of the 
company and shall include at least 1 (one) independent director. 


(iii) All members of the audit committee should be “financially literate” and at least 1 (one) member shall have 
accounting or related financial management experience. 


Explanation: The term “financially literate” means the ability to read and understand the financial statements 
like Balance Sheet, Income Statement and Cash Flow Statement and a person will be considered to have 
accounting or related financial management expertise if (s)he possesses professional qualification or 
Accounting/ Finance graduate with at least 12 (twelve) years of corporate management/ professional 
experiences. 


(iv) When the term of service of the Committee members expires or there is any circumstance causing any 
Committee member to be unable to hold office until expiration of the term of service, thus making the 
number of the Committee members to be lower than the prescribed number of 3 (three) persons, the Board 
of Directors shall appoint the new Committee member(s) to fill up the vacancy(ies) immediately or not later 
than 1 (one) month from the date of vacancy(ies) in the Committee to ensure continuity of the performance 
of work of the Audit Committee. 


(v) The company secretary shall act as the secretary of the Committee. 


(vi) The quorum of the Audit Committee meeting shall not constitute without at least 1 (one) independent 
director. 


2.5.1.2 Chairman of the Audit Committee 
(i) The Board of Directors shall select 1 (one) member of the Audit Committee to be Chairman of the Audit 
Committee, who shall be an independent director. 
(ii) Chairman of the audit committee shall remain present in the Annual General Meeting (AGM). 


2.5.1.3 Role of Audit Committee 
Role of audit committee shall include the following:- 
(i) Oversee the financial reporting process. 
(ii) Monitor choice of accounting policies and principles. 
(iii) Monitor Internal Control Risk management process. 
(iv) Oversee hiring and performance of external auditors. 


(v) Review along with the management, the annual financial statements before submission to the board for 
approval. 


(vi) Review along with the management, the quarterly and half yearly financial statements before submission to 
the board for approval. 


(vii) Review the adequacy of internal audit function. 
(viii) Review statement of significant related party transactions submitted by the management. 
(ix) Review Management Letters/ Letter of Internal Control weakness issued by statutory auditors. 


(x) When money is raised through Initial Public Offering (IPO)/Repeat Public Offering (RPO)/Rights Issue the 
company shall disclose to the Audit Committee about the uses/applications of funds by major category 
(capital expenditure, sales and marketing expenses, working capital, etc), on a quarterly basis, as a part of 


(xi) their quarterly declaration of financial results. Further, on an annual basis, the company shall prepare a 
statement of funds utilized for the purposes other than those stated in the offer document/prospectus. 
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2.5.1.4 


Reporting of the Audit Committee 


2.5.1.4.1 Reporting to the Board of Directors 


2.5.1.4.2 


2.5.1.4.3 


2.6 


2.7 


(i) The Audit Committee shall report on its activities to the Board of Directors. 

(ii) The Audit Committee shall immediately report to the Board of Directors on the following findings, if any:- 
a) report on conflicts of interests; 
b) suspected or presumed fraud or irregularity or material defect in the internal contro! system; 
c) suspected infringement of laws, including securities related laws, rules and regulations; 


d) any other matter which shall be disclosed to the Board of Directors immediately. 


Reporting to the Authorities 


If the Audit Committee has reported to the Board of Directors about anything which has material impact on the 
financial condition and results of operation and has discussed with the Board of Directors and the management 
that any rectification is necessary and if the Audit Committee finds that such rectification has been 
unreasonably ignored, the Audit Committee shall report such finding to the Commission, upon reporting of such 
matters to the Board of Directors for three times or completion of a period of 6 (six) months from the date of first 
reporting to the Board of Directors, whichever is earlier. 


Reporting to the Shareholders and General Investors 


Report on activities carried out by the Audit Committee, including any report made to the Board of Directors 
under condition 3.4.1 (ii) above during the year, shall be signed by the Chairman of the Audit Committee and 
disclosed in the annual report of the issuer company. 


EXTERNAL/STATUTORY AUDITORS: 

The issuer company should not engage its external/statutory auditors to perform the 

following services of the company; namely:- 

(i) Appraisal or valuation services or fairness opinions. 

(ii) Financial information systems design and implementation. 

(iii) Book-keeping or other services related to the accounting records or financial statements. 

{iv) Broker-dealer services. 

(v) Actuarial services. 

(vi) Internal audit services. 

(vii) Any other service that the Audit Committee determines. 

(viii)No partner or employees of the external audit firms shall possess any share of the company they audit at 
least during the tenure of their audit assignment of that company. 

SUBSIDIARY COMPANY: 

(i) Provisions relating to the composition of the Board of Directors of the holding company shall be made 
applicable to the composition of the Board of Directors of the subsidiary company. 


(ii) At least 1 (one) independent director on the Board of Directors of the holding company shall be a director 
on the Board of Directors of the subsidiary company. 


(iii) The minutes of the Board meeting of the subsidiary company shall be placed for review at the foilowing 
Board meeting of the holding company. 


(iv) The minutes of the respective Board meeting of the holding company shall state that they have reviewed 
the affairs of the subsidiary company also. 


(v) The Audit Committee of the holding company shall also review the financial statements, in particular the 
investments made by the subsidiary company. 
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2.8 DUTIES OF CHIEF EXECUTIVE OFFICER (CEO) AND CHIEF FINANCIAL OFFICER (CFO): 


The CEO and CFO shall certify to the Board that:- 
(i) They have reviewed financial statements for the year and that to the best of their knowledge and belief: 


a) these statements do not contain any materially untrue statement or omit any material fact or contain 
statements that might be misleading; 


b) these statements together present a true and fair view of the company’s affairs and are in compliance 
with existing accounting standards and applicable laws. 


(ii) There are, to the best of knowledge and belief, no transactions entered into by the company during the 
year which are fraudulent, illegal or violation of the company’s code of conduct. 


2.9 REPORTING AND COMPLIANCE OF CORPORATE GOVERNANCE: 


(i) The company shall obtain a certificate from a practicing Professional Accountant/Secretary (Chartered 
Accountant/Cost and Management Accountant/Chartered Secretary) regarding compliance of conditions of 
Corporate Governance Guidelines of the Commission and shall send the same to the shareholders along 
with the Annual Report on a yearly basis. 


Explanation: Chartered Accountant means Chartered Accountant as defined in the Chartered Accountants 
Act, 1949 (Act No. XXXVIII of 1949); Cost and Management Accountant means Cost and Management 
Accountant as defined in the Cost and Management Accountants Ordinance, 1977 (Ordinance No. LIIl of 
1977); Chartered Secretary means Chartered Secretary as defined in the PVPUQvWO© tmtyUvixR AvBb, 2010 
(2010 mtbi 25 bs AvBb). 


(ii) The directors of the company shall state, in accordance with the Annexure attached, in the directors’ report 
whether the company has complied with these conditions. 
- Interactive question 2: Services by External Auditors [Difficulty level: Intermediate] 
a) What are the services External/ Statutory Auditors are barred to perform for a client listed with BSEC? 


See Answer at the end of this chapter. 


3 Internal control 


3.1. What is internal control? 


of? Definition 
LL Internal control: A process designed to provide reasonable (not absolute) assurance regarding the 
achievement of objectives via: 


e Effective and efficient operations 
e _ Reliable financial reporting 
e Compliance with applicable laws and regulations 
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3.2 


3.2.1 


3.2.2 


The Turnbull Guidance on internal control 


in order to maintain a sound system of internal control the Corporate Governance Code recommends Board of 
Directors to report, “The system of internal control is sound in design and has been effectively implemented 
and monitored.” 


Definition 
Internal control system: A system encompassing the policies, processes, tasks, and behaviours in a 
company that allow it to: 


e Operate effectively and efficiently 

e Respond appropriately to risks 

° Safeguard assets from inappropriate use, loss or fraud 

° Ensure liabilities are identified and managed 

e Ensure the quality of internal and external reporting 

e Ensure compliance with applicable laws and regulations, and internal policies 


Who is responsible for internal control? 
The Guidance makes it clear that the board of directors as a whole has responsibility for: 


e Policy-making on an effective system of internal control in the company, covering financial, operational 
and compliance controls 


e Reviewing the effectiveness of the internal control system in addressing the risks that the board has 
identified face the company (the review tasks can be delegated to board committees) 


° Reporting on the internal control system to shareholders each year 

Management is responsible for implementation of internal control, and for day-to-day monitoring of the 
system. 

What constitutes a sound system of internal control? 


In determining what constitutes a sound system of internal control for the company, the board’s 
deliberations should take a risk-based approach, including: 


e The nature and extent of the risks facing the company 

e The extent and categories of risk which it regards as acceptable 

e The likelihood of the risks concerned materialising 

e The company’s ability to reduce the incidence and impact on the business of risks that do materialise 


e The costs of operating particular controls relative to the benefit thereby obtained in managing the related 
risks 


A sound system of internal control reduces but cannot eliminate the possibilities of: 


° Poor judgement in decision-making 

e Human error 

° Deliberate circumvention of control processes by employees and others 
° Management overriding controls 

e Occurrence of unforeseen circumstances 


The system of internal control should: 
e Be embedded in the operations of the company and form part of its culture 


° Be capable of responding quickly to evolving risks to the business arising from factors within the 
company and to changes in the business environment 


e Include procedures for reporting any significant control failings or weaknesses immediately to 
appropriate levels of management, together with details of corrective action being taken 
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3.2.3 


4.1 


4.2 
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Statement on internal control 

In the board’s narrative statement on internal control in the annual report it should disclose that: 

e —_ It acknowledges responsibility for the system of internal control and for reviewing its effectiveness 

e The system is designed to manage rather than eliminate the risk of failure to meet business objectives 

e The system can only provide reasonable, not absolute, assurance against material misstatement or loss 


e An ongoing process is in place for identifying, evaluating and managing significant risks facing the 
company 


e The process has been in place for the year under review and up to the date of the annual report and 
accounts 


e The process is regularly reviewed by the board and is in accord with the Turnbull Guidance 


e There is a process to deal with the internal control aspects of any significant problems disclosed in the 
annual report and accounts 


The role of external audit 


What is an external audit? 


The financial statements of larger companies are subject to external audit (‘statutory audit’ in the Companies 
Act 1994) each year by an auditor carrying out an independent and objective investigation, unless they are 
exempted. 


The purpose of the external audit is to issue an opinion in an audit report whether the financial statements 
produced by the directors give a ‘true and fair view’ of the financial performance of the company during the 
reporting period and of its financial position as at the end of the period. 


To act as an external auditor a body partnership or individual must be a member of the Institute of Chartered 
Accountants of Bangladesh (ICAB). They must also hold an appropriate qualification. 


External auditors are appointed by a shareholder vote, following recommendations by the board and audit 
committee. 


What does the audit opinion mean? 


Shareholders often believe the external auditor's opinion means that the financial statements of the company 
are ‘correct’. If the published financial statements are subsequently found to be incorrect, perhaps due to a 
fraud, shareholders then blame the auditor for: 


e Failing to spot the problem 
° Lacking objectivity 


e Failing to challenge the views of the company’s management about accounting policies and the 
accounting treatment of certain items 


In fact, although the external audit must be conducted to professional standards, the external auditor is not 
responsible for detecting fraud and error. The responsibility for preventing and detecting fraud and error 
lies with: 


e Directors, who are required by the Companies Act 1994 and BSEC Corporate Governance Guidelines to 
satisfy themselves that the systems of internal control and risk management are working effectively 


° Management, who implement and monitor the system of internal control determined by the directors 
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4.3 


What is the external audit’s role in corporate governance? 


The role of the external audit is a key issue in corporate governance, but in relation to corporate governance as 
a system the external auditor simply reports on any non-compliances of the Corporate Governance Code. The 
responsibility to do something about it remains with the directors and shareholders. 


The role of internal audit 


Definition 


Internal audit: A semi-independent part of the company which monitors the effective operation of its internal 
control and risk management systems. Internal audit is itself a key element of the company’s system of internal 
control. 


The independence of Internal auditors should be preserved so they can carry out the following tasks based on 
detailed reviews of areas of the company: 


e — Assessing how risks are identified, analysed and managed 

e Advising management on embedding risk management processes into business activities 
e Advising management on improving internal controls 

e Ensuring that assets are being safeguarded 


e Ensuring that operations are conducted effectively, efficiently and economically in accordance with the 
company’s policies 


e Ensuring that laws and regulations are complied with 

e — Ensuring that records and reports are reliable and accurate 
° Helping management to detect or deter fraud 

e Helping management to identify savings and opportunities 


We saw above that internal audit plays a role in ensuring good corporate governance, along with the board, 
management, shareholders and external audit. Its remit extends beyond that of external audit however, as it 
covers operational controls and non-financial compliance issues. 


The Corporate Governance Code recommends that the board’s audit committee should monitor and review 
the effectiveness of the internal audit function. This includes: 


e Appointing the head of internal audit 


e Ensuring the function has sufficient resources eg staff, access to management, and a framework of 
professional standards 


Ideally internal auditors should be able to confer privately with the audit committee, without the presence of 
management, and should have direct access to any member of the board. 
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Summary and Self-test 


Summary 


External 
audit 


Statutory requirement to 
treat shareholders equally 


Corporate governance 
for listed companies 


re information 


Unitary board 


BSEC requirement to 
Comply Re BD Corporate 
Governance Guidline 


Directors 


Effective board 


Chairman/CEO 


Balance and 
independence 
of board 


Board 
appointments 


Information and 
professional 
development 


Evaluating board 
performance 


Re-election of 
directors 
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Accounting 


Remuneration ; 
/audit 


Financial 
reporting 


Remuneration 
committee 


Internal 


Transparency 
control (IC) 


Audit 
committee 
and auditors 


Relations of 
company with 
shareholders 


Dialogue with 
institutional 
shareholders 


Turnbull 
Guidance 


Internal 


audit 


Relations of 
shareholders 
with company 


Dialogue with 
company 


Evaluation of 
governance 
decisions 


— Board responsible 
— Sound systems of IC 
— Statement on IC 


Self-test 


Answer the following questions. 


‘| 


Total number of Independent directors in a Board should be, at least 


A 2, when the total Board Members is 18. 
B 3, when the total Board Members is 18 
C 1, when the total Board Members is 10. 
D 2, when the total Board Members is 10 


An independent director in a listed company may hold shares of that company, 


A less than 1% 

B More than 1%, but less than 2% 
C More than 5%, but less than 5% 
D More than 5%, but less than 10% 


Internal auditors are, 


A __ Independent auditors. 

B = Semi-independent auditors. 

C Part of company’s financial management system. 

D Part of company’s operational management system. 


Internal Control policy is the responsibility of company’s:- 


A Board 
B Audit Committee 
C CFO 


D Internal Auditors 
A shareholder director may chair the audit committee. True or false? 
The person who must advise the board via the Chairman on all corporate governance issues is 


A __ The chairman of the audit committee 

B The company secretary 

C The external auditor 

D The senior independent non-executive director 


The audit committee should comprise 


A Three board members, at least one independent director, and one of whom should have 
recent and relevant financial experience 


B_ Both independent and non-independent non-executive directors 
CA balance of non-executive and executive directors 
D_ Both non-executive and executive directors, at least one of whom should have recent and relevant 


financial experience 
Implementing policy for an effective system of internal control is the responsibility of 


A Managers 

B The Chairman 

C The audit committee via the internal audit function 
D ‘The board of directors as a whole 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Technical reference 


e Corporate Governance Guidelines 2012 (BSEC) 


e Internal control: The Turnbull guidance for directors 2005 
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Answers to Interactive questions 


Answer to Interactive question 1 


It should set the company’s strategic aims, ensure the company has the right resources to meet its objectives, 
review management’s performance and set the company’s values and standards so that its obligations to 
shareholders and others are understood and met. 


Answer to Interactive question 2 


External/statutory auditors of a listed company are barred to perform the following services of the company 
(i) Appraisal or valuation services or fairness opinions. 

(ii) Financial information systems design and implementation. 

(iii) Book-keeping or other services related to the accounting records or financial statements. 

(iv) Broker-dealer services. 

(v) Actuarial services. 

(vi) Internal audit services. 

(vii) Any other service that the Audit Committee determines. 
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Answers to Self-test 


4 D Condition 1.2(i) of Corporate Governance Guidelines 

2 A Condition 1.2 (ii) of Corporate Governance Guidelines 

3. B 

4 A 

5 False. Chairman of the Audit Committee shall be an independent director. 
6 B 

7 A Condition 3.1 of Corporate Governance Guidelines. 

8 A_ The board sets the policy, the management implements it 
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The economic environment of 
business and finance 


Introduction 
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Learning objectives Tick off 


e Specify the signalling, rewarding and allocating effects of the price mechanism on business : a 
(including the concept of price elasticity) 


e — Specify the potential types of failure of the market mechanism and their effects on business : {] 


° Identify the key macroeconomic factors that affect businesses [| 


Specific syllabus references are: 6a, b, c. 


Syllabus links 


The economic environment is studied further in Business Strategy and Financial Management at Professional 
level, and at the Advanced level. 


Examination context 
Questions on the economic environment will certainly come up in your exam. 


Questions will be set in multiple choice format, in either a scenario context or as a test of knowledge of key 
principles. 
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1 Introduction to the economic environment 


We saw in Chapter 4 how PESTEL analysis can help a business identify important factors in the environment in 
which it functions. In this chapter we shall focus on the economic environment of business and finance. 


There are two economic environments that affect businesses: 
e The macroeconomic environment in which all businesses have to operate, which incorporates: 


— _ National influences: the business cycle, government policies (eg fiscal and monetary policy), interest 
rates, exchange rates, inflation 


- Global influences: internationalisation of trade, influence of regional economic groups such as the 
EU, globalisation of markets 


e The microeconomic environment of the particular business, which basically involves looking at how the 
market (or price) mechanism works 


2 The macroeconomic environment 


major implications for them. 


2.1 The national economy 


The amount of national output by firms or government agencies which produce goods and services in the 
national economy is measured as its gross domestic product or GDP. To create GDP four factors of 
production are employed, each of which enjoys a return: 


Factor of production Return 


_Land ; Rent 

Labour = Wages | _ 
_ Capital - Interest. et cats 

Entrepreneurship Profit es 
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GDP equals the amount of expenditure incurred by those who purchase the output: 


* consumers (or households), 
e the government and 
e foreign buyers (the overseas sector) 


The level of national output is important because it is a measure of the economic activity in a country: 


e ~—_ It is an aggregate of personal incomes — the bigger this is, the more income individual inhabitants will be 
earning on average (assuming a stable population). 


° More income means more spending by consumers (households) on the output of firms, and more 
spending (ignoring the effects of price rises) means that a higher output of goods and services is required 
to be produced. 


e Growth in GDP per head of population is an economic policy objective of most, if not all, governments. 
The growth potential of an economy will depend on the amount of factors of production available, and 
their productivity. 


The role of the government in the national economy 


The government has several functions within the national economy. 


° It acts as the producer of certain goods and services instead of privately-owned firms, and the production 
of public administration services, education and health services, the police force, armed forces, fire 
services and public transport are all aspects of output. The government in this respect acts, like firms, as a 
producer and must also pay wages to its employees. 


e It acts as the purchaser of final goods and services and adds to total consumption expenditure. National 
and local government obtain funds from the firms or households of the economy in the form of taxation 
and then use these funds to buy goods and services from other firms. 


° It invests by purchasing capital goods, for example building roads, schools and hospitals. 

° It makes transfer payments from one section of economy to another, for example by taxing working 
households and paying pensions, and by paying unemployment benefits and social security benefits. 

The role of the consumer in the national economy 


Definition 


Disposable income: income available to individuals after payment of personal taxes. It may be consumed or 
saved. 


Total spending or consumption by households is affected by six influences. 


e Changes in disposable income, and the marginal propensity to consume (MPC). Changes in 
disposable income are affected by matters such as pay rises and changes in tax rates. An increase in 
disposable income from a pay rise, or because of a reduction in tax rates, may simply increase 
consumption and have no effect on savings. If a household believes that saving is a good thing however it 
will save as much as possible of the increase, and spend as little of it as possible. How far an increase in 
disposable income is allocated to consumption rather than saving is known as the marginal propensity to 
consume (MPC). 


In the economy as a whole, a general belief in the value of saving may mean that the MPC is low. The 
prestige attached to the possession of consumer goods may however overcome the admiration for saving, 
making the MPC high. 


e¢ Changes in the distribution of wealth. Some sections of the population will have a higher MPC than 
others so a redistribution of wealth might affect consumption. (A redistribution of wealth might be 
accomplished by taxing the rich and giving to the poor in the form of more government allowances.) 


° Government policy. Government can influence consumption levels through taxation and/or public 
spending. For example, an increase in direct taxation will reduce disposable income and therefore will 
also reduce consumption. 


¢ The development of major new products. When such developments happen, they can create a 
significant increase in spending by consumers who want to buy the goods or services. 
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e Interest rates. Changes in interest rates will influence the amount of income that households decide to 
Save, and aiso the amount that they might elect to borrow for spending. High interest rates will make 
saving more attractive while low interest rates will reduce the cost of credit and will therefore increase 
borrowing and levels of consumption. 


¢ Price expectations. Expectations of price increases may increase current consumption while 
expectations of price reductions may have the opposite effect. 


The role of the saver in the national economy 


Saving is the amount of income which is not consumed. Therefore, not surprisingly, the influences which affect 
savings are very similar to those that affect consumption — but in mirror image. 


* — Income. The level of income will be a key determinant in the level of savings. It is difficult to save when 
your income is very low! 


e Interest rates and the cost of credit. If interest rates rise, saving becomes more attractive relative to 
consumption. Similarly, as the cost of credit rises, borrowing becomes less attractive meaning that as a 
result people will save more. 


° Long-term savings. A large amount of household savings goes into long-term, contractual savings such 
as pension schemes. These savings may be less likely to vary with income than with demographics — for 
example, savings into pension schemes have risen alongside increases in life expectancy in developed 
countries. 


The role of investment by businesses in the national economy 


An investment involves the acquisition of more fixed capital (buildings, machinery, plant and equipment) or 
inventories of goods and so on. The total volume of investment in the economy, from the private sector or the 
public sector or both, depends on: 


¢ The interest rate on capital (the price of money) 


e Expectations about the future and business confidence, including expectations about future cash flows 
and profit flows arising from the investment 


e — The strength of consumer demand for goods 

¢ The opportunity cost of investment 

¢ The level of new technology to be invested in 

if interest rates are high the effects are as follows (low interest rates have a mirror image effect): 


¢ firms will demand a higher return when appraising investments and so some investments may not occur, 
thereby restricting economic growth (firms will be less willing to invest, but remember they cannot 
always cut their investment plans quickly and at short notice). 


e individuals will be tempted to consume less of their income and save more, so that they will invest 
more of their savings — that is, to hold less cash and more interest-bearing investments. 


New technology will be a boost to investment: 


e If it reduces the unit costs of production via new methods of production (such as robotics) then new 
technology will increase profitability. Firms will invest in order to achieve lower costs and remain 
competitive. 


e If it leads to new types of good then new technology will stimulate demand. Firms will invest to make 
the product and meet the consumer demand. 


Private sector investment will come from retained profits, new issues of shares, or borrowing (as we saw in 
Chapter 8). However, in an economic recession (see below) profits might be low, and investors might lack 
confidence in a recovery, so that new share issues are impossible on a large scale. 


Public sector investment might be financed by higher taxation, or by an increased deficit between 
government income and expenditure, that is, a higher public sector net cash requirement (PSNCR), though 
this might force up interest rates in the capital markets and crowd out private sector investment. 
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2.2.1 


2.2.2 


The business/trade cycle 


Ro 
Definition 


Business cycles/trade cycles: the continual sequence of rapid growth in GDP, followed by a slow-down in 
growth and then a fall. Growth then comes again, and when this has reached a peak, the cycle turns once 
more. 


Four main phases of the business cycle can be distinguished. 


e — Recession (A) e Recovery (C) 
e Depression (B) e Boom (D) 


Recession tends to occur quickly, while recovery is typically a slower process. Figure 13.1 below can be used 
to help explain how this is so. 


Actual 
output 


Output 


Trend in 
output 


Time 


Figure 13.1 The business/trade cycle 


Recession 
At point A in Figure 13.1, the economy is entering a recession: 


¢ consumer demand falls 

e investment projects already undertaken begin to look unprofitable 

orders are cut 

e — inventory levels are reduced 

e business failures occur as firms find themselves unable to sell their goods 
¢ production and employment fall 

e general price levels begin to fall 
e 
e 
e 


business and consumer confidence diminish 
investment remains low 
the economic outlook appears to be poor 


Recession can begin relatively quickly because of the speed with which the effects of declining demand will be 
felt by businesses suffering a loss in sales revenue. The knock-on effects of reducing inventory and cutting 
back on investment exacerbate the situation and add momentum to the recession. 


Depression 


Eventually, in the absence of any stimulus to demand, a period of full depression may set in and the economy 
will reach point B. 
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2.3 


2.3.1 


Recovery 


At point C the economy has reached the recovery phase of the cycle. This can be slow to begin because of 
the effect of recession/depression on levels of confidence. Governments will try to limit the decline by boosting 
demand in the economy as a whole (we shall come back to this). Once begun, recovery is likely to quicken as 
confidence returns. 


e¢ Output, employment and income will all begin to rise. 
e Business expectations will be more optimistic so new investment will be more readily undertaken. 


e — The rising level of demand can be met through increased production by bringing existing capacity into use 
and by hiring unemployed labour. 


e The average price level will remain constant or begin to rise slowly. 

Decisions to purchase new materials and machinery may lead to benefits in efficiency from new technology. 
This can enhance the relative rate of economic growth in the recovery phase once it is under way. 

Boom 


As recovery proceeds, the output level climbs above its trend path, reaching point D, in the boom phase of the 
cycle. During the boom: 


° Capacity and labour will become fully utilised causing bottlenecks in some industries which are unable to 
meet increases in demand (no spare capacity, shortage of skilled labour or key material inputs). 


° Further rises in demand will therefore be met by price rather than production increases 
e Business will be profitable, with few firms facing losses. 


° Expectations of the future may be very optimistic and the level of investment expenditure high. 


Avoiding the ‘boom and bust’ cycle 


Governments generally seek to stabilise the economic system, trying to avoid the distortions of a widely 
fluctuating cycle. 


e Inarecession they will try to boost overall demand 


e In a boom they will try to keep dampen overall demand through raising taxation or interest rates, and by 
reducing public expenditure. 


We will come back to these points when we look at fiscal and monetary policy. 


Inflation 


Definitions 
Inflation: an increase in price levels generally, and a decline in the purchasing power of money. 


Deflation: falling prices generally, which is normally associated with low rates of growth and recession. 


enter nearer nantes tencnnimn esaianunnnrn etn tnt snare weer 


Why is inflation a problem? 


Most governments aim for stable prices. A high rate of price inflation is harmful and undesirable for the 
following reasons. 


° Redistribution of income and wealth 


Inflation leads to a redistribution of income and wealth from suppliers to customers because outstanding 
amounts lose ‘real’ value with inflation. In addition those with fixed incomes, such as pensioners and the 
low-paid, fare worse than those with significant earning power, as the nominal amount of a fixed income 
stays the same but its purchasing power falls. 


The economic environment of business and finance 


307 


2.3.2 


2.4 


e Balance of payments effects 


lf a country has a higher rate of inflation than its major trading partners, its exports will become relatively 
expensive and imports relatively cheap, although its exchange rate will usually alter to take account of 
this. 


e Price signalling and ‘noise’ 


Prices act as signals to both consumers and producers, affecting both demand and supply respectively. 
Inflation, particularly at high rates, can undermine the ability of the price mechanism to influence the 
allocation of resources in an economy. Business confidence is undermined because planning and 
forecasting are less accurate. Inflation is often referred to as ‘noise’ in an economy for this reason. 


e Wage bargaining 


Wage demands increase in times of high inflation. A wage/price spiral may take hold, which will reinforce 
the problem and valuable time is wasted negotiating new wage rates rather than producing new goods. 


° Consumer behaviour 


People may stockpile goods fearing price increases later, which could create shortages for other people. 
Consumers will be more anxious to consume now rather than waiting until costs rise; this will raise 
consumption levels and possibly push prices up even further — a spiral that can contribute to hyper- 
inflation (extremely high rates of inflation). 


Types of inflation 


Definitions 


Demand pull inflation: price rises resulting from a persistent excess of demand over supply in the economy as 
a whole. Supply cannot grow any further once ‘full employment’ of factors of production is reached. 


Cost push inflation: price rises resulting from an increase in the costs of production of goods and services, eg 
of imported raw materials or from wage increases. 
a ah 


There are two main causes of demand pul! inflation. 


e Fiscal. An increase in government spending or a reduction in taxes will raise demand in the economy. 


e Credit. If levels of credit extended to customers increase, perhaps because of a decrease in interest 
rates, expenditure is likely to rise. In this case, inflation is likely to be accompanied by customers 
increasing their debt burdens. 


Once the rate of inflation has begun to increase, expectational inflation can occur. Regardless of whether the 
factors that have caused inflation are persistent or not, there will be a generally held view of what inflation is 
likely to be. To protect future income, wages and prices will therefore be raised in anticipation of the expected 
amount of future inflation. This can lead to the vicious circle of a wage-price spiral, in which inflation becomes 
a relatively permanent feature because of people’s expectations that it will occur. 


Government objectives and policies 
To achieve economic growth and control inflation the macroeconomic policies used by the government are: 
e influencing overall demand in the economy (aggregate demand) via: 


- Monetary policy: government policies on the money supply, the monetary system, interest rates, 
exchange rates and the availability of credit. 


- Fiscal policy: government policies on taxation, public borrowing and public spending. 


e influencing overall supply in the economy (aggregate supply) via supply-side policies 
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Monetary policy and aggregate demand 


Interest rates — the price of money — are a target of monetary policy if it is considered that there is a direct 
relationship between interest rates and the level of expenditure in the economy, or between interest rates and 
the rate of inflation. In Bangladesh, the objective of monetary policy has been principally to reduce the rate of 
inflation to a sustainable low level, though since 2008 interest rates have also been used to support 
consumer spending in order first to avoid and then to shorten the recession which followed the banking crisis. 


Effects of a rise in interest rates 
e The price of borrowing in the economy will rise. 


— If companies see the rise as relatively permanent, rates of return on investments will become less 
attractive and investment plans may be curtailed. Spending will fall. Corporate profits will fall as a 
result of higher interest payments. Companies will reduce inventory levels as the cost of having 
money tied up rises. 


— Households will reduce or postpone consumption in order to reduce borrowings, and should 
become less willing to borrow for house purchase. Spending will fall. 


(Although it is generally accepted that there is likely to be a connection between interest rates and 
investment (by companies) and consumer expenditure, the connection is not a stable and predictable 
one, and interest rate changes are only likely to affect the level of expenditure after a considerable time 


lag.) 


e The exchange rate for sterling will be higher than it would otherwise be. This will keep the cost of 
exports higher and the cost of imports will be cheaper. 


e _ There will be capital inflows as foreign investors will be attracted to sterling investments. 
e — The reductions in spending and investment will reduce aggregate demand in the economy. 


Fiscal policy and aggregate demand 


Definition 


Fiscal policy: the government's policy on government spending, taxation and borrowing. 


e Spending. The government spends money at national and local levels to provide goods and services, 
such as a health service, public education, a police force, roads, public buildings and so on, and to pay its 
administrative work force. It may also, perhaps, provide finance to encourage investment by private 
industry, for example by means of grants. Increased government spending increases the size of the 
economy, so expenditure and therefore GDP will rise. 


e Taxation. Expenditure must be financed, and the government must have income. Most government 
income comes from taxation, but some income is obtained from direct charges to users of government 
services such as National Health Service charges. Increased taxation without increased government 
spending reduces the size of the economy. A government might deliberately raise taxation to reduce 
inflationary pressures. 


° Borrowing. The government must borrow the amount by which its expenditure exceeds its income. 
Where the government borrows from has an impact on the effectiveness of fiscal policy. 


The government's ‘fiscal stance’ may be neutral, expansionary or contractionary, according to its effect on 
national income. 


° Increased borrowing and spending > expansionary fiscal stance. 


° Increased taxation but no increase in spending (or decreased borrowing and decreased spending) 
> contractionary fiscal stance. 


° Increased taxation and spending > broadly neutral fiscal stance (income diverted from one part of the 
economy to another). 
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Supply-side macroeconomic policies 

Macroeconomic demand-side intervention by government using monetary and fiscal policy may be harmful: 
e« Demand management interventions are inflationary in the long run 

e High taxes act as a disincentive to economic activity 


e The possibility of politically motivated policy changes creates damaging uncertainty in the economy, 
discouraging long-term investment 


The main supply side macroeconomic policies are: 

e More involvement of the private sector in the provision of services 

e Reduction in taxes in order to increase incentives to supply 

e Increasing flexibility in the labour market by curbing the power of trade unions 


e improving education and training so the quality of labour and hence the economy’s productive capacity 
are enhanced 


° Increasing competition through deregulation and privatisation of utilities 
e¢ Abolition of exchange controls and allowing the free movement of capital 


We shall now look at the business’s microeconomic environment. 


The market mechanism 


‘Section overview 


coe - Ina market buyers. and sellers exchange ‘goods’ via the market mechanism, which determines price 


; according to the interaction of supply and demand. 


Definition 
Market mechanism: The interaction of demand and supply for a particular item. 


What is a market? 


The concept of a market in microeconomics goes beyond the idea of a single geographical place where people 
meet to buy and sell goods. it refers to the buyers and sellers of goods or services who influence its price. 
Markets can be worldwide, as in the case of oil, wheat, cotton and copper for example. Others are more 
localised, such as the housing market or the market for second-hand cars. 


Definition 


Market: A situation in which potential buyers and potential sellers (or ‘suppliers’) of an item (or ‘good’) come 
together for the purpose of exchange. 


Markets for different goods are often inter-related. All goods compete for customers so that if more is spent in 
one market, there will be less to spend in other markets. 


How is the market price of goods determined? 
Price theory (or demand theory as it is sometimes referred to) is concerned with how market prices for goods 
are arrived at, through the interaction of demand and supply. 
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_ Section overview 


ad 


Demand quantifies how much of a good buyers would buy at a certain price level. 
(vertical) axis and quantity is measured on the x (horizontal) axis. This means that a tise in price causes 
a fall in the quantity demanded. ee St ag pics Oscene ctr, Bes PAG ey poe 


~The demand curve is usually downward sloping from left to right when price is ‘measured ‘on the y- 


¢ — Within one demand curve only price determines the level of demand. mete 
complements; income levels (normal and inferior goods), fashion and expectations; advertising; income 
distribution. iz oe 2 - ; a : ACE eg : : 


* Other determinants of demand will shift the demand curve left or right. These include: substitutes and 
e The level of demand can change quite rapidly in response to.a change in a determinant, 


What is meant by ‘demand’? 


Definition 


Demand: The quantity of a good that potential purchasers would buy, or attempt to buy, if the price of the good 
were at a certain level, 


ee 


If demand is satisfied, actual quantities bought equals demand. If some demand is unsatisfied, more would-be 
purchasers are trying to buy a good that is in insufficient supply. 


The demand schedule and the demand curve 


The relationship between demand for a good and the price of the good can be shown graphically as a demand 
curve. The demand curve is derived by estimating in a demand schedule how much of a good would be 
demanded at various hypothetical market prices. 


Worked example: Demand schedule and demand curve 


Suppose that the following demand schedule shows demand for biscuits by one household over a period of 
one month. 
Quantity demanded 
Price per kg at this price 
CU kg 


OnhRWhH a 
ib 
a 
ey, 
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We can show this schedule graphically on a demand curve (Figure 13.1), with: 


(a) Price on the y axis, and 
(b) Quantity demanded on the x axis 
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Figure 13.1: Demand for biscuits 


| 
9 10 Quantity (kg) 


Changes in demand caused by changes in price only are represented by movements along the demand 
curve, from one point on the curve to another. The price has changed, so the quantity demanded changes, but 
the demand curve itself stays in the same place. 


A demand curve generally slopes down from left to right for the following reasons. 


For the individual consumer, a fall in the price of the good makes it relatively cheaper compared to other 
goods so expenditure will be shifted to the good whose price has fallen. It is the relative price of the good 


(a) 


(b) 


that is important. A fall in the relative price of a good increases demand for it. 


A fall in the good’s price means that people with lower incomes will also be able to afford it or more of it. 
The overall size of the market for the good increases. The converse argument applies to an increase in 
prices; as a price goes up, consumers with lower incomes will no longer be able to afford the good, or will 


buy something else whose price is relatively cheaper, and the size of the market will shrink. 


What factors determine demand? 


Several factors influence the total market demand for a good. One of these factors is obviously its price, but 
there are other factors too since people buy not just one good with their money but a whole range of goods and 
services. 


Within the control of the business (see Chapter 2): 


Price Seven Ps 
Marketing research — Product 

Product research and development — Price 

Advertising — Promotion 

Sales promotion — Place 

Training and organisation of sales force — People 
Effectiveness of distribution — Processes 
After-sales service — Physical evidence 


Granting of credit to customers 


Outside the control of the business 


Price of substitute goods (items to which the consumer will switch if the price changes) 


Price of complementary goods (items which the consumer buys as a result of buying the goods, such as 


blades for razors) 
Consumers’ income 
Fashion and expectations 
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Price 


In the case of most goods (with some exceptions, such as Giffen goods, which we will look at later), the higher 
the price, the lower will be the quantity demanded. It is common sense that at a higher price, a good does not 
give the same value for money as it would at a lower price, so people will not want to buy as much. This 
dependence of demand on price applies to all goods and services, from bread and salt to houses and 
satellites. 


A demand curve shows how the quantity demanded will change in response to a change in price provided that 
all other factors affecting demand are unchanged — that is, provided that there is no change in the prices of 
other goods, tastes, expectations or the distribution of household income. 


Other factors affecting demand 


A different demand curve needs to be produced if there is a change in the other factors affecting demand. We 
call this a shift of the demand curve. If the change means that demand rises then the downward-sloping 
demand curve moves to the right; if demand falls then it moves to the left. 


Inter-related goods: substitutes and complements 


A change in the price of one good will not necessarily change demand for another good. For example, we 
would not expect an increase in the price of cocoa to affect the demand for cars. However, there are goods for 
which the market demand is inter-related, referred to as either substitutes or complements. 


¢ Substitute goods are goods that are alternatives to each other, so that an increase in the demand for 
one is likely to cause a decrease in the demand for another. Switching demand from one good to another 
‘rival’ good is substitution. Examples of substitute goods and services are: 


- _ Rival brands of the same commodity, like Coca-Cola and Pepsi 
—- Tea and coffee 

— Bus rides and car rides 

— Some different forms of entertainment 


Substitution takes place when the price of one good rises or falls relative to the substitute good. 


e Complements are goods that tend to be bought and used together, so that an increase in the demand for 
one is likely to cause an increase in the demand for the other. Examples of complements are: 


— Cups and saucers 
— Holidays and travel insurance 
- Cars and the components and raw materials that go into their manufacture 


Interactive question 1: Substitute or complementary goods? [Difficulty level: Easy] 


What might be the effect of an increase in the ownership of domestic freezers on the demand for perishable 
food products? 


See Answer at the end of this chapter. 


Income levels: normal and inferior goods 


More income gives people more to spend, so they will want to buy more goods at existing prices. However, a 
rise in income will not increase market demand for all goods and services. The effect of a rise in income on 
demand for an individual good will depend on the nature of the good. 


(a) A rise in income may increase demand for a particular good. This is what we might normally expect to 
happen, so they are called normal goods. 


(b) Demand for another good may rise with income up to a certain point but then fall as income rises beyond 
that point. Goods whose demand eventually falls as income rises are called inferior goods: examples 
might include cheap brands of sausages or wine. The reason for falling demand is that as incomes rise, 
demand switches to superior products, for example gourmet sausages and champagne. 
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Income distribution 


Market demand for a good is influenced by the way in which the national income is shared among people. In a 
country with many rich and many poor households and few middle income ones, we might expect a relatively 
large demand for luxury cars and yachts and also for bread and potatoes. In a country with many 
middle-income households, we might expect high demand for medium-sized cars and foreign holidays, and 
other ‘middle income’ goods. 


Interactive question 2: Income distribution [Difficulty level: Intermediate] 


What do you think might be the demand for swimming pools amongst a population of five households enjoying 
total annual income of CU1m, if the distribution of income is either as under assumption 1 or as under 
assumption 2? 

Annual income 


Assumption Assumption 


1 2 

CU CU 
Household 1 950,000 200,000 
Household 2 12,000 200,000 
Household 3 13,000 200,000 
Household 4 13,000 200,000 
Household 5 12,000 200,000 
1,000,000 1,000,000 


See Answer at the end of this chapter. 


Fashion and expectations 


A change in fashion will alter the demand for a product. For example, when it became fashionable to drink 
wine with meals, expenditure on wine increased. In addition, there may be passing ‘crazes’, such as football 
strips during the World Cup. 


If consumers expect that prices will rise, or that shortages will occur, they may attempt to stock up on the 
product, thereby creating excess demand in the short term which will increase prices. This can then lead to 
panic buying. Examples include fear of war or the effect of strikes. Similarly, if prices are expected to fall, 
purchasing might be postponed — a potential effect of deflation in the economy. 


Shifts of the demand curve 


When there is a change in one of these demand determinants other than price, the relationship between 
demand quantity and price will also change, and there will be a different price/quantity demand schedule and 
so a different demand curve. We refer to such a change as a shift of the demand curve. 


Figure 13.2 depicts a demand curve shifting to the right, from D, to D,. For example, at a single price, price P,, 
demand for the good would rise from Qo to Q:. This shift could be caused by any of the following: 


A rise in household income 

A rise in the price of substitutes 

A fall in the price of complements 

A positive change in tastes towards this good 
An expected rise in the price of the good 


A fall in demand at each price level would be represented by a shift of the demand curve in the opposite 
direction: to the /eft. Such a shift may be caused by the opposite of the changes above. 
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Figure 13.2: Outward shift of the demand curve 
Remember that: 
° Movements along a demand curve are caused by changes in the good’s price 


¢ — Shifts of the demand curve are caused by changes in any of the other factors which affect demand for 
a good, other than its price 


Supply 


Section overview 
¢ Supply quantifies how much of a good sellers will supply at a certain price level. 


* The supply curve is usually upward sloping from left to right when price is measured on the y axis. This 
means that a rise in price causes a rise in the quantity supplied. 


e Within one supply curve only price determines the level of supply. 


e Other determinants of supply will shift the supply curve. These include: prices of other goods; prices of 
related goods; costs; changes in technology; other seasonal and random factors. 


e For most goods and services, the level of supply changes less rapidly than demand in response to a 
change in a determinant. 


What is meant by ‘supply’? 


Definition 


Supply: The quantity of a good that existing suppliers or would-be suppliers would want to produce for the 
market at a given price. 
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The quantity of a good that can be supplied to a market varies up or down, as a result of either: 
e — Existing suppliers increasing or reducing their output quantities, or 


e Suppliers stopping production altogether and leaving the market, or new suppliers entering the market and 
starting to produce the good. 


If the quantity that suppliers want to produce at a given price exceeds the quantity that purchasers demand, 
there will be an excess of supply, with suppliers competing to win what demand there is. Over-supply and 
competition result in price-competitiveness and ultimately a fall in price. 


5.2 The supply schedule and the supply curve 


A supply schedule and supply curve are constructed in a similar manner to a demand curve (from a 
schedule of supply quantities at different prices) but show the quantity suppliers are willing to produce at 
different price levels. It is an upward sloping curve from left to right, because greater quantities will be supplied 
at higher prices. 


we Worked example: Supply schedule and supply curve 


The supply schedule for product Y is as follows. 


i 
Quantity that suppliers would 
Price per unit supply at this price 
CU Units 
100 10,000 
150 20,000 
300 30,000 
500 40,000 
The relationship between supply quantity and price is shown as a supply curve in Figure 13.3. 
Price * 
(CU) 
600— 
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Figure 13.3: Supply curve 


nnn 


316 Business and Finance 


5.3 


What factors influence supply? 


The price obtainable for the good 


The prices of other goods. An increase in the price of other goods would make the supply of a good 
whose price does not rise less attractive to suppliers, or they may want to switch to supplying something 
else 


The price of related goods in ‘joint supply’. For instance, leather and beef are related goods which are 
produced jointly when cattle are slaughtered. If the price of beef rises, more will be supplied and there will 
be an accompanying increase in the supply of leather 


The costs of making the good, including raw materials costs, wages, etc. A rise in the price of one raw 
material will cause producers to shift away from supplying goods whose costs and profits are closely 
related to the price of that raw material, towards the supply of goods where the cost of that raw material is 
less significant 


Changes in technology. Technological developments which reduce costs of production (and increase 
productivity) will raise the quantity of supply of a good at a given price 


Other factors, such as changes in the weather in the case of agricultural goods, natural disasters or 
industrial disruption 


The supply curve itself shows how the quantity supplied will change in response to a change in price, provided 
that all other conditions affecting supply remain unchanged. If supply conditions (the price of other goods, or 
costs of making the goods, or changes in technology) alter, a different supply curve must be drawn. In other 
words, a change in price will cause a shift in supply along the supply curve. A change in other supply 
conditions will cause a shift of the supply curve itself. 


A shift of the supply curve as the result of a fall in costs, either in absolute terms or relative to the costs of other 
goods, is shown in Figure 13.4. If the market price of the good is P,, suppliers will be willing to increase supply 
from Q, to Q, under the new supply conditions. 


Price * 


(CU) 


A 


0 


—> 
Quantity supplied (units) 


0 Qo 
Figure 13.4: Outward shift of the supply curve 
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5.4 The effect of time on supply and demand 


We need to distinguish between short-run and long-run responses of both supply and demand to changes in 
determinants. In the short run both supply and demand are relatively unresponsive to changes in price, as 
compared to the long run. 


e Inthe case of supply, changes in the quantity of a good supplied often require the laying off or hiring of 
new workers, or the installation of new machinery. These changes, brought about by management 
decisions, take some time to implement 


° In the case of demand, it takes time for consumers to adjust their buying patterns, although demand 
often responds more rapidly than supply to changes in price or other demand conditions 


Response times vary between markets. In stock markets, for example, supply and demand for company shares 
respond very rapidly to price changes, whereas in markets for fuel oils or agrichemicals response times are 
much longer. 


() Interactive question 3: Market prices in financial markets _[Difficulty level: Intermediate] 


in a stock market the ‘products’ bought and sold include shares in companies. What can you say about the 
supply of and demand for these ‘products’, and how quickly does their price change in response to changes in 
supply and demand factors? 


See Answer at the end of this chapter. 


6 The equilibrium price 


Al efficient market brings. subply and deinatid into equim at the market price, | which is. — th 
_ supply and demand curves intersect. ae 


6.1 Price signals and incentives 


People who want goods only have a limited disposable income and they must decide what to buy with the money 
they have. The prices of the goods they want will affect their buying decisions (ignoring other factors). 


Businesses’ supply decisions will be influenced by both demand and supply considerations. 


e Market demand conditions influence the price that a supplier will get for its output. Prices act as signals 
to suppliers, and changes in prices should stimulate a response from a supplier to change its production 
quantities. 


e Supply is also influenced by production costs and profits. The objective of maximising profits provides the 
incentive for suppliers to respond to changes in price or cost by changing their production quantities. 


Decisions by businesses about what industry to operate in and what markets to produce goods for will be 
influenced by the prices obtainable and the costs incurred. Although some businesses have been established 
in one industry for many years, others are continually opening up, closing down or switching to new industries 
and new markets. Over time, businesses in an industry might also increase or reduce the volume of goods they 
sell. 
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6.2. What is the equilibrium price? 


The market mechanism brings demand and supply into equilibrium. 


Definition 


Equilibrium price: The price of a good at which the volume demanded by consumers and the volume 
businesses are willing to supply are the same. 


This can be illustrated by drawing the market demand curve and the market supply curve on the same graph 
(Figure 13.5). 


Quantity supplied (units) 
Figure 13.5: Market equilibrium or the equilibrium price 


At price P, in Figure 13.5, suppliers want to produce more than is demanded at that price the amount of the 
over-supply being equal to the distance AB. The reaction of suppliers as unsold inventories accumulate would 
be: 


e — To cut down the current level of production (reduce supply) in order to clear unwanted inventories, and/or 
e To reduce prices in order to encourage sales 


The opposite will happen at price Po, where there is an excess of demand over supply, equal to the distance 
CD. Output would increase and/or the price would rise. 


At price P the amount that suppliers are willing to supply is equal to the amount that customers are willing to 
buy. There will be no unusual variation in inventory and, as long as nothing else changes, there will be no 
change in price. Consumers will be willing to spend a total of (P x Q) on buying Q units of the product, and 
suppliers will be willing to supply Q units to earn revenue of (P x Q). P is the equilibrium price. 


The forces of supply and demand push a market to its equilibrium price and quantity. 


e If there is no change in the determinant of supply or demand, the equilibrium price will rule the market 
and will remain stable. 


° If the equilibrium price does not rule, the market is in disequilibrium, but supply and demand will push 
prices towards the equilibrium price. 


e — Shifts in the supply curve or demand curve because of determinants other than price will change the 
equilibrium price and quantity. 
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6.3 Adjustments to equilibrium 


Equilibrium price, supply and demand must adjust following a shift of the demand or supply curve. There are 
four possibilities, therefore, which are illustrated by Figure 13.6. 


(i) Increase in consumer incomes (ii) Product becomes unfashionable 
Price Price 
(CU) |D. D2 ) (CU) | D2 Di: S 
= expansion in = contraction 
Pa | 4 Pree a te ty é supply Pi ry Tg Ny ey f in supply 
Popersssetr5 ae Prire tere See x 3 
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1 i 1 1 
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° Rise in market price e ~—- Fall in market price 
e Rise in quantity supplied e —- Fall in quantity supplied 
(iii) Improvement in production technology (iv) Rise in factor costs 
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P, }-------- demand A eee tee » in demand 
< 
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° Fall in market price 


Rise in quantity supplied 


Figure 13.6: Adjustments in equilibrium 


Rise in market price 
Fall in quantity supplied 


a Interactive question 4: Price determinants [Difficulty level: Intermediate] 
i, Explain, in detail, what conditions will determine price in: 
(a) Aretail fruit and vegetable market; 
(b) An auction of antiques and paintings. 
See Answer at the end of this chapter. 
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Price regulation 


The regulation of prices by government provides an illustration of how demand and supply analysis can be 
applied. Government might introduce regulations either: 


* To set a maximum price for a good, perhaps as part of an anti-inflationary economic policy (such as a 
prices and incomes policy) so that suppliers cannot charge a higher price even if they wanted to, or 


* To set a minimum price for a good below which a supplier is not allowed to fall. For example, OPEC (the 
Organisation of Petroleum Exporting Countries) has in the past attempted to impose minimum prices for 
oil on the world markets. 


The government may try to prevent prices of goods rising by establishing a maximum price. 


e If this price is higher than the equilibrium price, its existence will have no effect at all on the operation of 
market forces, 


° But if the maximum price is lower than what the equilibrium price would be, there will be an excess of 
demand over supply. The low price attracts customers, but deters suppliers so supply will fall unless there 
is scope for the market to exist outside government-sanctioned channels —~ a so-called ‘plack market’. 


Elasticity 


Section overview 


* Price elasticity of demand (PED) measures how far demand for a good will change in response to. > 
change in its price... a eo Gane ogee 


e §=6©The PED ofa good is affected by: the availability of substitutes; time: pricing by competitors; whethe 
a necessity or a luxury; what percentage of income is spent on it; whether it is. habit-forming.. . 


_@ Income elasticity of demand measures how far demand for a good will change in response to a change in : 


-.: income levels: 


. S Some goods are cross-elastic, so there is a relationship between a change in price for one good and a 


Change in demand for the other. 


— Price elasticity of supply measures how far supply of a good will change in response to a change in its 
price. og eas 2G SSE ES aegis 


Definition 


Elasticity: The extent of a change in demand and/or supply given a change in price. 


eee 


Price elasticity of demand 


If prices went up by 10% would the quantity demanded fall by 5%, 20%, 50% or what? Price elasticity of 
demand (PED) is a measure of the extent of change in demand for a good in response to a change in its price. 
It is measured as: 


PED = Change in quantity demanded, as a percentage of original demand 
Change in price, as apercentage of original price 


Since demand usually increases when the price falls, and decreases when the price rises, elasticity usually has 
a negative value. It is usual to ignore the minus sign, therefore, but note that there are types of goods where 
elasticity is actually positive (we shall come back to this). 


PED = Proportional change in quantity 
Proportional change in price 
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7.2.1 


Diss cies red 
Q P, 


(Where P1, Q: are the initial price and quantity; P2, Q2 are the subsequent price and quantity.) 


PED less than 1 = inelastic demand 
PED more than 1 = elastic demand 
PED = 1 = unit elasticity 


Worked example: Price elasticity of demand 


The price of a good is CU1.20 per unit and annual demand is 800,000 units. Market research indicates that an 
increase in price of 10 pence per unit will result in a fall in annual demand of 70,000 units. 


Requirement 


Calculate the elasticity of demand when the price is CU1.20. 


Solution 
At a price of CU1.20, annual demand is 800,000 units. For a price rise: 


% change in quantity oo oo 0) 100% = 8.75% (fall) 
% change in price _ U) 100% = 8.33% (rise) 


Price elasticity of demand at price CU1.20 = 32 =—-1.05 


Ignoring the minus sign, the price elasticity at this point is 1.05. Demand is elastic at this point, because the 
elasticity is greater than one. 


Interactive question 5: Price elasticity of demand [Difficulty level: Exam standard] 


Using the same details and assuming that the demand curve is a straight line, calculate the elasticity of 
demand when the price is CU1.30. 


See Answer at the end of this chapter. 


Elastic and inelastic demand 
The value of price elasticity of demand may be anything from zero to infinity. Demand is referred to as: 


(a) Inelastic if the absolute value is less than 1, and 
(b) Elastic if the absolute value is greater than 1. 


Think about what this means. 


e Where demand is inelastic, the quantity demanded changes by a smaller percentage tnan the 
percentage change in price 


e Where demand is elastic, demand changes by a larger percentage than the percentage change in price 
Special values of price elasticity of demand 


There are three special values of price elasticity of demand: 0, 1 and infinity. 
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e Demand is perfectly inelastic: PED = 0. There is no change in quantity demanded, regardless of the 
change in price. This is the case where the demand curve is a vertical Straight line. 


¢ Demand is perfectly elastic: PED = « (infinitely elastic). Consumers will want to buy an infinite amount, 
but only up to a particular price level. Any price increase above this level will reduce demand to zero. This 
is the case where the demand curve is a horizontal straight line. 


° Unit elasticity of demand: PED = 1. The percentage change in quantity demanded is equal to the 
percentage change in price. Demand changes proportionately to a price change. 


7.3 What is the significance of price elasticity of demand? 


7.3.1 


7.4 


The price elasticity of demand is relevant to total spending on a good or service, which in turn is a matter of 
interest to suppliers, to whom sales revenue accrues, and government, which may receive a proportion of 
total expenditure in the form of taxation. sy 


¢ When demand is elastic, an increase in price will result in a fall in the quantity demanded such that 
total expenditure will fall. 


e Demand inelasticity above zero means an increase in price will still result in a fall in quantity 
demanded, but total expenditure will rise. 


e With unit elasticity, expenditure will stay constant given a change in price. 

Information on price elasticity of demand therefore indicates how consumers can be expected to respond to 
different prices, so the effect of different prices on total revenue and profits can be predicted. 

Interactive question 6: Effect of PED on revenue [Difficulty level: Exam standard] 


Product A currently sells for CU5, and demand at this price is 1,700 units. If the price fell to CU4.60, demand 
would increase to 2,000 units. 


Product B currently sells for CU8 and demand at this price is 9,500 units. If the price fell to CU7.50, demand 
would increase to 10,000 units. 


In each of these cases, calculate: 
(a) The price elasticity of demand (PED) for the price changes given; and 


(b) The effect on total revenue, if demand is met in full at both the old and the new prices, of the change in 
price. 


See Answer at the end of this chapter. 


Positive price elasticities of demand: Giffen goods and Veblen goods 


When the price of a good rises, there may be a substitution effect: consumers will buy other goods instead 
because they are now relatively cheaper. But there will also be an income effect in that the rise in price will 
reduce consumers’ real incomes, and will therefore affect their ability to buy goods and services. The 19' 
century economist Sir Robert Giffen observed that this income effect could be so great for certain basic goods 
(called Giffen goods) that the demand curve may be upward sloping. The price elasticity of demand in such a 
case would be positive. 


Giffen observed that among the labouring classes of his day, consumption of bread rose when its price rose. 
This happened because the increase in price of this commodity, which made up a high proportion of 
individuals’ consumption, had a significant effect on real incomes: people had to increase their consumption of 
bread because they could not afford other foods to supplement their diets. 


The demand curve for a good might also slope upwards if it is bought for purposes of ostentation, so that 
having a higher price tag makes the good more desirable to consumers and thus increases demand. Such 
goods are sometimes called Veblen goods. 


Factors influencing price elasticity of demand for a good 


Factors that determine price elasticity of demand are similar to the factors — other than price — that affect the 
volume of demand. The PED is really a measure of the strength of these other determinants of demand. 
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Availability of substitutes 


The more substitutes there are for a good, especially close substitutes, the more elastic will be the price 
elasticity of demand for the good. For example, in a supermarket, a rise in the price of one vegetable such as 
carrots is likely to result in a switch of customer demand to other vegetables, many vegetables being fairly 
close substitutes for each other. This factor is probably the most important influence on price elasticity of 
demand. 


The time horizon 


Over time, consumers’ demand patterns are likely to change, and so if the price of a good is increased, the 
initial response might be very little change in demand (inelastic demand) but then as consumers adjust their 
buying habits in response to the price increase, demand might fall substantially. The time horizon influences 
elasticity largely because the longer the period of time which we consider, the greater the knowledge of 
substitution possibilities by consumers and the greater provision of substitutes by suppliers. 


Competitors’ pricing 

If the response of competitors to a price increase by one business is to keep their prices unchanged, the 
supplier raising its prices is likely to face elastic demand for its goods at higher prices. If the response of 
competitors to a reduction in price by one supplier is to match the price reduction themselves, the supplier 
is likely to face inelastic demand at lower prices. This is a situation which probably faces many large suppliers 
with one or two major competitors. 


Luxuries and necessities 
Necessities tend to have a more inelastic demand curve, whereas luxury goods and services tend to be 


more elastic. 

Percentage of income spent on a good 

The smaller the percentage of an individual's income spent on purchasing the good, the more inelastic 
demand will be. 

Habit-forming goods 


Goods such as cigarettes and alcohol tend to be inelastic in demand. Preferences ar such that habitual 
consumers of certain products become desensitised to price changes. 


Interactive question 7: Demand for a good [Difficulty level: Exam standard] 


Under a health strategy, government wishes to increase the purchase of organic food by consumers by 3% in 
volume terms. Government economists have analysed data which reveal that the price elasticity of demand for 
organic food is —1.6. 


By how much should the government encourage suppliers to change the price of organic food, assuming all 
other determinants of demand remain the same? 


See Answer at the end of this chapter. 


Income elasticity of demand 


Definition 


Income elasticity of demand: An indication of the responsiveness of demand to changes in household 
incomes. 


% change in quantity demanded 


Income elasticity of demand = - - 
% change in household incomes 


e Demand for a good is income elastic if income elasticity is greater than 1, so that quantity demanded 
rises by a larger percentage than the rise in income. For example, if the demand for downloads will rise by 
10% if household incomes rise by 7%, we would say that the demand for downloads is income elastic. 
These are luxury goods. 
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7.7.1 


e Demand for a good is income inelastic if income elasticity is between 0 and 1 and the quantity 
demanded rises less than the proportionate increase in income. For example, if the demand for baked 
beans will rise by 6% if household incomes rise by 10%, we would say that the demand for baked beans 
is income inelastic. These are normal goods or necessities. 


e Demand for a good is negatively income elastic where, in response to an increase in income, demand 
actually falls. These are inferior goods. An example could be coach travel, where passengers might 
switch to faster, but more expensive, trains as their income rises. 


Cross elasticity of demand 
Definition 


Cross elasticity of demand: A measure of the responsiveness of demand for one good to changes in the 
price of another good. 


% change in quantity of good A demanded * 


Cross elasticity of demand = 
% change in the price of goodB 


*(given no change in the price of A) 
Cross elasticity depends upon the degree to which goods are substitutes or complements. 


e _ If the two goods are substitutes, such as tea and coffee, cross elasticity will be positive, so a rise in the 
price of one will increase the amount demanded of the other. 


e lf the goods are complements, such as real coffee and cafetieres, cross elasticity will be negative, so a 
rise in the price of one will decrease demand for the other. 


¢ Forunrelated goods, such as tea and oil, cross elasticity will be 0. 
Price elasticity of supply 
Definition 


Price elasticity of supply: A measure of the responsiveness of supply to a change in price. 


% change in quantity supplied 
% change in price 


Price elasticity of supply (PES) = 


¢ Where the supply of goods is fixed whatever price is offered, for example in the case of antiques, vintage 
wines and land, supply is perfectly inelastic and the elasticity of supply is zero. The supply curve is a 
vertical straight line. 


« Where the supply of goods varies proportionately with the price, there is unit elasticity of supply and the 
supply curve is an upward slope passing through the origin. 


« Where the producers will supply any amount at a given price but none at all at a slightly lower price, 
elasticity of supply is infinite, or perfectly elastic. The supply curve is a horizontal straight line. 
Elasticity of supply and time 


As with elasticity of demand, the elasticity of supply for a product varies according to the time period over which 
it is measured. Three lengths of time period may be considered. 


(a) The market period is so short that supplies of the product in question are limited to existing inventory. In 
effect, supply is fixed. 
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(b) The short run is a period long enough for supplies of the product to be altered by increases or decreases 
in current output, but not long enough for the long-term plant and machinery used in production to be 
altered. This means that suppliers can produce larger quantities only if they are not already operating at 
full capacity; they can reduce output fairly quickly by means of lay-offs and redundancies. 


(c) The long run is a period sufficiently long to allow suppliers’ long-term equipment to be altered. There is 
time to build new factories and machines, and time for old ones to be closed down. New suppliers can 
enter the industry in the long run. 


Types of market structure 


Definition 
Market structure: A description of the number of buyers and sellers in a market for a particular good, and their 
relative bargaining power. 


Perfect competition 
Perfect competition is characterised by: 


e Many small (in value) buyers and sellers which, individually, cannot influence the market price 
e No barriers to entry or exit, so businesses are free to enter or leave the market as they wish 
e Perfect information such that production methods and cost structures are identical 

e Homogeneous (identical) products 

e Nocollusion between buyers or sellers 


The consequences of perfect competition include: 


e Suppliers are ‘price takers’ not ‘price makers’, that is they can sell as much as they want but only at the 
market-determined price 


e __ All suppliers only earn ‘normal’ profits 
e _ There is a single selling price (see Figure 13.7) 


Price | 
CU 


Market price 


Quantity 
Figure 13.7: Perfect competition - demand curve 


Perfect competition is often seen as an ideal state (for consumers) but very rarely if ever occurs in practice, 
mainly due to the fact that: 


e There are often barriers to entry 
e There is asymmetric information (see Chapter 12 for an example of this in the financial markets) 
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e Goods are differentiated 
e There may be collusion 


We shail see more about these issues a little later. 


Monopoly 

Monopoly is characterised by: 

¢ One supplier (or one dominant supplier) 
e Many buyers 


e Barriers to entering the industry, for instance the capital cost of setting up a national grid of electricity 
would be prohibitive for most businesses. Other barriers include: 


- Patent protection 

- Access to unique resources 
— Unique talent 

— Public sector monopoly 

— Size domination of market 


The consequences of monopoly include: 


e The fact that businesses can EITHER set the selling price OR determine the quantity supplied, but 
the market will determine the other factors 


¢  Monopolists can earn greater than normal profits (‘supernormal profits’) 

Monopolies can be further classified as follows: 

¢ A pure monopoly is a monopoly by virtue of there being only one supplier in the market 

¢ An actual monopoly is a monopoly by virtue of there being one supplier with a dominant market share 


e A government franchise monopoly is a pure monopoly that has arisen specifically by virtue of a 
government deciding to operate in that way 


¢ A natural monopoly is a monopoly that arises by virtue of the market displaying such high levels of fixed 
costs and low marginal costs (eg public utilities) that economies of scale are such that there is no fear of 
entry into the market from others 


Monopolies are usually (but not always) seen as operating against the interests of consumers, so there is 
extensive regulation to control them (see Chapter 14). 


Monopolistic competition 
Monopolistic competition is characterised by: 


Many buyers and sellers (as in perfect competition) 

Some differentiation between products (not homogeneous as in perfect competition) 
Branding of products to achieve this differentiation 

Some (but not total) customer loyalty 

Few barriers to entry 

Significant advertising in many cases 


Examples include: 


e Pubs 
e Hairdressers 


in both cases, customers display a loyalty or preference to one supplier so that they will not switch purely on 
price, as they would do in perfect competition. 
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Consequences include: 


° Increases in prices cause loss of some customers 
e Only normal profit earned in the long run (as in perfect competition) 


8.4 Oligopoly 
Oligopoly is characterised by: 


e _ A few large sellers but many (often small) buyers 
e Product differentiation 
e Ahigh degree of mutual interdependency 


Examples include: 


e The oil industry (Shell, Mobil, BP) 
e Banking (SCB, HSBC, Barclays) 
e Washing powder (Procter & Gamble, Unilever) 


Consequences include: 
° Businesses compete through non-price competition, particularly advertising and branding 
° Price cuts are generally copied by competitors but 
° Price increases are not always copied. 
8.4.1. Duopoly 
Duopoly is characterised by: 
¢ Two dominant suppliers who between them control prices 


e A temptation for the two suppliers to act in collusion (which is an illegal breach of competition laws in 
most countries) 


Consequences include higher prices as competition is very limited. 


9 The failure of perfect competition 


Section overview 


a : Free markets are often seen as efficient in resource allocation. 
ee This efficiency may be allocative or productive. 


sgh However, markets can.and do fail because of: market imperfections (monopoly, monopsony, asymmetric 
Boe information, and slowness of response); externalities; public goods; economies of scale ee and- 
external). ee 


o “Internal ‘economies of ‘scale arise "from: specication of labour, division of labour: larger and more 


9.1 Is perfect competition (a free market) the best structure? 
The following arguments are put forward by advocates of the free market. 


° Free markets are efficient. Suppliers and buyers react fairly quickly to changes in market conditions in 
making their output and purchasing decisions; resource allocation within the economy is quick to adapt 
to the new conditions. 


° Free markets are impersonal. Prices and levels of output are arrived at as a result of numerous decisions 
by consumers and suppliers, and not as the result of regulation or central planning 


e The market forces of supply and demand result in an efficient allocation of economic resources. 
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— Buyers will want lower prices and suppliers will want higher prices, and a balance of supply and 
demand is struck in the market through the price mechanism 


— Suppliers will decide what goods to supply, and in what quantities, by relating their prices to the costs 
of production (and the costs of the scarce resources needed to produce them) 


- _ If the price of a product is too high, buyers will want to buy less of it. If the price is too low, producers 
will make less of it and switch their production resources into making something different 


In this context, there are two types of potential efficiency: 


e  Allocative efficiency is achieved when goods and services that are wanted by buyers are produced in 
optimum quantities. Allocative efficiency occurs when resources are allocated in such a way that it is 
impossible to re-allocate factors of production to increase overall benefit 


e Productive efficiency is achieved when the economy produces its goods and services at the lowest 
factor cost. It occurs when factors of production are organised in such a way that the average cost of 
production is at its lowest point 


However, the arguments in favour of a free market are based on the assumption that there is ‘perfect 
competition’, including: 


e A large number of competing suppliers, each producing a homogeneous product and each having 
only a small share of the market 


e Buyers and suppliers having perfect information about markets and prices 


° There is perfect mobility of factors of production, which can be switched easily from making one type 
of good into making another 


¢ There is free entry and exit of suppliers into and out of the market 


In reality, these assumptions are often not valid. Instead, the free market often fails to allocate resources 
efficiently. 


Market failure 
Definition 


Market failure: A situation in which a free market mechanism fails to produce the most efficient (the ‘optimum’) 
allocation of resources. 


Market failure is caused by a number of factors: 

¢ Market imperfection with one, or a few, suppliers exerting market power 
e  &xternalities 

* The existence of public goods and benefits that are gained by third parties 


e Economies of scale. Large-scale production leads to reductions in costs per unit, which are not matched 
by price reductions. This leads to above-normal profits and enables large companies to dominate smaller 
companies 


Market imperfection 


Market imperfection describes any situation where actual behaviour in the market differs from what it would be 
if there were ‘perfect’ competition in the market. The following are examples of market imperfection. 


e If a monopoly supplier controls a market, it might prevent other suppliers from entering the market (for 
example, by claiming patent rights, or launching a strong marketing campaign with the intention of keeping 
customers away from the new suppliers). By restricting supply in this way, the monopolist may keep prices 
higher than they would be in a competitive market, and/or may cause customers to have to put up with 
poorer goods than might be available in a competitive market. 
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e Just as monopolies are suppliers which dominate supply to a market, monopsony buyers are large 
individual buyers who dominate demand in a market. Monopsonists may exert control over the market, 
extracting low prices or other favourable conditions from suppliers. An example sometimes quoted is the 
immense buying power built up by large supermarkets. 


e Consumers may make bad purchasing decisions because they have incomplete and inaccurate, or 
asymmetric information about all goods and services that are available. 


° It takes time for the price mechanism to work. Firms cannot suddenly enter a new market or shut down 
operations. The slow response of the price mechanism to changes in demand creates some short-run 
inefficiency in resource allocation. 


Externalities 


In a free market, suppliers and buyers make their output and buying decisions for their own private benefit, and 
these decisions determine how the national economy’s scarce resources will be allocated to production and 
consumption. Private costs and private benefits, as opposed to social costs and benefits, therefore determine 
what goods are made and bought in a free market. 


e Private cost measures the cost to the supplier of the resources it uses to produce a good 
e Private benefit measures the benefit obtained directly by a supplier or by a buyer 
e Social cost measures the cost to society as a whole of the resources that a supplier uses 


e Social benefit measures the total benefit obtained, both directly by a supplier or a buyer, and indirectly (at 
no extra cost), by other suppliers or buyers 


It can be argued that a free market system would result in a satisfactory allocation of resources, provided that 
private costs are the same as social costs and private benefits are the same as social benefits. In this situation, 
suppliers will maximise profits by supplying goods and services that benefit customers, and that customers 
want to buy. By producing their goods and services, suppliers are giving benefit to both themselves and the 
community. 


However, there are instances when either: 
e Suppliers or buyers do things which give benefit to others, but no reward to themselves, or 
e Suppliers or buyers do things which are harmful to others, but at no cost to themselves 


When private cost is not the same as social cost, or when private benefit is not the same as social benefit, an 
allocation of resources which reflects private costs and benefits only may not be socially acceptable. Here are 
some examples of situations where private cost and social cost differ. 


e A supplier produces a good and, during the production process, pollution is discharged into the air. The 
private cost to the supplier is the cost of the resources needed to make the good. The social cost consists 
of the private cost plus the additional ‘costs’ incurred by other members of society, who suffer from the 
pollution. 


e The private cost of transporting goods by road is the cost to the haulage company of the resources used 
to provide the transport. The social cost would consist of the private cost plus the social cost of 
environmental damage, including the extra cost of repairs and maintenance of the road system, which 
sustains serious damage from heavy goods vehicles. 


Here are some examples of situations where private benefit and social benefit differ. 


° Customers at a café in a piazza benefit from the entertainment provided by professional musicians, who 
are hired by the café. The customers of the café are paying for the service in the prices they pay, and they 
obtain a private benefit from it. At the same time, other people in the piazza, who are not customers of the 
café, might stop and listen to the music. They will obtain a benefit, but at no cost to themselves. They are 
free riders, taking advantage of the service without contributing to its cost. The social benefit from the 
musicians’ service is greater than the private benefit to the café’s customers. 


e A large firm pays for the training of employees as accountants, expecting a certain proportion of these 
employees to leave the firm in search of a better job once they have qualified. The private benefits to the 
firm are the benefits of the training of those employees who continue to work for it. The total social 
benefit includes the enhanced economic output resulting from the training of those employees who go to 
work for other firms. 
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What is an externality? 


Definition 


Externality: The difference between the private and the social costs, or benefits, arising from an activity. Less 
formally, an ‘externality’ is a cost or benefit which the market mechanism fails to take into account because the 
market responds to purely private signals. One activity might produce both harmful and beneficial externalities. 


Interactive question 8: Externality [Difficulty level: Exam standard] 


Much Wapping is a small town where a municipal swimming poo! and sports centre have just been built bya 
private company. Which of the following is an external benefit of the project? 


(a) The increased trade for local shops 

(b) The increased traffic in the neighbourhood 

(c) The increased profits for the private company 

(d) The increased building on previously open land in an inner city area 


See Answer at the end of this chapter. 
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Public goods 


Some goods, by their very nature, involve so much ‘spillover’ of externalities that they are difficult to provide 
except as public goods whose production is organised by the government. 


In the case of public goods, the consumption or use of the good by one individual or group does not 
significantly reduce the amount available for others. Furthermore, it is often difficult or impossible to exclude 
anyone from its benefits, once the good has been provided. As a result, in a free market individuals benefiting 
from the good would have no economic incentive to pay for it, since they might as well be ‘free riders’ if they 
can, enjoying the good while others pay for it. 


National defence is perhaps the most obvious example of public good. It is obviously not practicable for 
individuals to buy their own defence systems. Policing is another example, although the growth of private 
security firms illustrates how some areas of policing are becoming ‘privatised’. 


Economies of scale 


When large companies are able to produce goods at a low unit cost because of economies of scale, but either 
do not pass these savings onto buyers, or use the advantage to dominate smaller companies, there is a market 
failure to allocate resources efficiently. 


Reasons for economies of scale 
The economies of scale attainable from large scale production may be categorised as: 


(a) Internal economies: economies arising within the business from the organisation of production, or 


(b) External economies: economies attainable by the business because of the growth of the industry as a 
whole 


Internal economies of scale arise from the more effective use of available resources, and from increased 
specialisation, when production capacity is enlarged. 


¢ Specialisation of labour. In a large undertaking, a highly skilled worker can be employed in a job which 
makes full use of their skills. In a smaller undertaking, individuals must do a variety of tasks, none of which 
they may do very well (‘Jack-of-all-trades — master of none’). 


° Division of labour. Because there is specialisation of labour there is also division of labour, ie work is 
divided between several specialists, each of whom contributes their share to the final product. A building 
will be constructed, for example, by labourers, bricklayers, plumbers, electricians, plasterers and so on. 
Switching between tasks wastes time, and division of labour avoids this waste. 
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Large undertakings can make use of larger and more specialised machinery. If smaller undertakings 
tried to use similar machinery, the costs would be excessive because the machines would become 
obsolete before their physical life ends (ie their economic life would be shorter than their physical life). 
Obsolescence is caused by falling demand for the product made on the machine, or by the development 
of newer and better machines. 


Dimensional economies of scale refer to the relationship between the volume of output and the size of 
equipment (eg storage tanks) needed to hold or process the output. The cost of a container for 10,000 
gallons of product will be much less than ten times the cost of a container for just 1,000 gallons. 


Buying economies may be available, reducing the cost of material purchases through bulk purchase 
discounts 


Indivisibility of operations. There are operations which: 


— Must be carried out at the same cost, regardless of whether the business is small or large; average 
fixed costs always decline as production increases 


— Vary alittle, but not proportionately, with size (ie ‘semi-fixed’ costs) 
— Are not worth considering below a certain level of output (eg advertising campaigns) 


Holding inventory becomes more efficient. The most economic quantities of inventory to hold increase 
with the scale of operations, but at a lower proportionate rate of increase. 


External economies of scale occur as an industry grows in size. For example: 


A large skilled labour force is created and educational services can be geared towards training new 
entrants 


Specialised ancillary industries develop to provide components, transport finished goods, trade in 
by-products, provide special services and so on — for instance, law firms may be set up to specialise in the 
affairs of the industry 


The extent to which both internal and external economies of scale can be achieved will vary from industry to 
industry, depending on the conditions in that industry. In other words, large-sized firms are better suited to 
some industries than others. 


internal economies of scale are potentially more significant than external economies to a supplier of a 
product or service for which there is a large consumer market. It may be necessary for a supplier in such 
an industry to grow to a certain size in order to benefit fully from potential economies of scale, and thereby 
be cost-competitive and capable of making profits and surviving. 


External economies of scale are potentially significant to smaller businesses which specialise in 
ancillary services to a larger industry. For example, the development of a large world-wide industry in 
drilling for oil and natural gas off-shore led to the creation of many specialist suppliers, making drilling rigs 
and various types of equipment. Thus, a specialist business may benefit more from the market demand 
created by a large customer industry than from its own internal economies of scale. 
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Self-test 
Answer the following questions. 


1. Why might an investor not wish to hold surplus funds in a currency in which interest rates offered are the 
highest available? 


2 Is monetary policy mainly concerned with government spending and taxation? 
if interest rates have risen what, in effect, is the change in monetary policy? 


4 Suppose that inflation falls, while interest rates remain the same. Is that good news or bad news for (a) 
lenders (b) borrowers? 


5 In terms of the economic environment, the business cycle is part of 


A __ National influences in the macroeconomic environment 

B Global influences in the macroeconomic environment 

C The microeconomic environment of the firm 

D The price mechanism in the microeconomic environment of the firm 


6 — Which of the following are determinants of demand? 


A Price 

B Cost of production 

C Income levels 

D Changes in production technology 
E Fashion 


7 Grets and Pands are substitutes. Which of the following statements will be true? 


A Arise in the price of Grets will lead to a rise in demand for Pands 
B_ Arise in the price of Pands will lead to a rise in demand for Pands 
CA fall in the price of Grets will lead to a rise in demand for Pands 
DA fall in the price of Pands will lead to a fall in demand for Pands 


8 When demand for a good rises as incomes rise but then falls back as incomes pass a certain point, the 
good is termed 


A __ Giffen 

B- Normal 
C Inferior 
D Veblen 


9 Asshift of the demand curve to the right could be caused by which of the following conditions? 


A Arise in household income 

B  Anegative change in tastes for the goods 
CA fall in the price of a substitute 

D_ Arise in the price of a complement 


10 When there is a fall in factor costs the effect will be 


A __ To shift the supply curve to the right so the market price falls and demand rises 
B_ To shift the demand curve to the right so supply and the market price rise 

C__ To shift the demand curve to the left so supply and the market price fall 

D_ To shift the supply curve to the left so the market price rises and demand falls 


11. When the government imposes a maximum price on a market, supply will be reduced 


Always 

lf the maximum price is set above equilibrium 
If the maximum price is set below equilibrium 
Never 
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13 


14 


The price of a good is CU1.50 and annual demand is 50,000 units. Research has shown that dropping the 
price to CU1.40 will increase demand by 5,000 units. What is the PED of the good at CU1.50? 


A 0.10 
B 0.67 
C 1.50 
D 1.96 


The price of Seagrims has fallen by 5% in the last month, and in the same period demand for Halcets, 
where there has been no price change, has risen by 8%. What is the cross price elasticity of demand 
between Seagrims and Haicets? 


A ~-1.600 
B -—0.625 
C 1.600 
D 0.025 


The oil industry is an example of which kind of market structure? 


A __ Perfect competition 


B Monopoly 
C  Duopoly 
D = Oligopoly 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Answer to Interactive question 1 


(a) Domestic freezers and perishable products are complements because people buy freezers to store 
perishable products. 


(b) Perishable products are supplied either as fresh produce (for example, fresh meat and fresh vegetables) 
or as frozen produce, which can be kept for a short time in a refrigerator but for longer in a freezer. The 
demand for frozen produce will rise (the demand curve will move to the right), while the demand for fresh 
produce will fall (the demand curve will move to the left). 


(c) Wider ownership of freezers is likely to increase bulk buying of perishable products. Suppliers can save 
some packaging costs, and can therefore offer lower prices for bulk purchases. 


Answer to Interactive question 2 


Under assumption 1, the demand for swimming pools will be confined to household 1. Even if this household 
owns three or four properties, the demand for swimming pools is likely to be less than under assumption 2, 
where potentially all five households might want one. 


Answer to Interactive question 3 


The supply of shares in a particular company is relatively static, although new shares will be issued from time 
to time. Demand for a company’s shares will depend largely on how well the company is performing, although 
broader economic considerations are also influential. The price mechanism responds very rapidly — a share 
price may fluctuate up and down at very short intervals, often undergoing several changes in the course of a 
single day. 


Answer to Interactive question 4 
(a) Aretail fruit and vegetable market 


The market will probably consist of many small traders, each with their own stall and competing with each 
other. 


The supply conditions affecting prices are: 


(i) Costs: the main cost to traders will be the cost of their own wholesale supplies, although there will 
also be costs of renting a stall and costs of wages/labour. Even so, costs will be lower in a market of 
this kind than in a shopping centre 


(ii) The availability of stalls: the prices that traders can charge will depend to some extent on the 
number of stalls that there are and the ease with which new traders can acquire a stall and enter the 
market. 


The demand conditions affecting price are: 
(i) The price of similar goods in shops 


(ii) Shopping habits — for example whether householders are accustomed to buying their food from 
markets 


(iii) The quality of the goods on the market and how they compare with similar goods in shops 
(iv) How much money shoppers have to spend 
(b) An auction of antiques and paintings 


The items up for auction will probably have a reserve price. Once the price bid during the auction rises 
above the reserve price, the seller cannot supply more of the items. They can only sell the item at 
whatever the maximum bid price happens to be. 
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The supply of items for auction is unlikely to be influenced by cost of the items. The factors which are 
relevant to the supply decision are: 


(i) The reserve price — the minimum price the supplier will accept 


(ii) The expected price — the supplier might put an item up for auction in the expectation of receiving a 
certain price 


(iii) Other circumstances (such as personal factors) influencing the supplier's decision to sell at all 
The price obtained at an auction is mainly determined by demand. Factors influencing demand are: 


(i) | The number of potential customers at the auction and the amount of money they have to spend 
(ii) The investment value of the items 

(iii) The tastes of customers and the artistic value they perceive in the items up for sale 

(iv) The price of similar items at recent auctions elsewhere 


Broadly speaking, it could be argued that prices in a retail fruit and vegetable market are influenced mainly by 
costs (wholesale prices), while in an auction of antiques and paintings the main factor influencing price will be 
demand. Different conditions have varying degrees of importance between one type of market and another. 


Answer to Interactive question 5 


We can use the same price/quantity change data, assuming that the demand curve is a straight line, although 
we are now looking at a different point on the curve. 


At a price of CU1.30, annual demand is 730,000 units. 
For a price fall from CU1.30 of 10 pence: 


70,000 


% change in demand 730,000 


0 100% = 9.59% (rise) 


% change in price _ 100% = 7.69% (fall) 


: : 9.59 
Price elasticity of demand = ———— =-1.25, 
Ba ae “7.69 


or 1.25 ignoring the minus sign. 


Demand is even more elastic at this point than it was at CU1.20. 
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Answer to Interactive question 6 
(a) Product A 
At price CU5: 


300 
Ch i antity ——— = 17.6% 
ange in quantity 1.700 


Change in price ae = -8% 


Demand is elastic and a fall in price should result in such a large increase in quantity demanded that total 
revenue will rise. 


CU 
Revenue at old price of CU5 x 1,700 (8,500) 
Revenue at new price of CU4.60 x 2,000 9,200 
Increase in total revenue 700 
(b) Product B 
At price CU8: 
. 500 

Changei t —— = 5.3% 

ge in quantity 9,500 ) 

eras -50p n 
Change in price nie 6.25% 
9 
PED = 5.3% sich 
-6.25% 


Demand is inelastic and a fall in price should result in only a relatively small increase in quantity 
demanded. Total revenue falls. 


CU 
Revenue at old price of CU8 (x 9,500) (76,000) 
Revenue at new price of CU7.50 (x 10,000) 75,000 
Fall in total revenue (1,000) 


Answer to Interactive question 7 


As demand for organic food is elastic, the government can expect a strong response to a reduction in price, 
that is an expansion of demand down the demand curve as the price drops. This can be calculated as follows: 


Target increase in demand: 0.03 
PED: -1.6 


Percentage change in price needed to achieve target increase: 0.03/1.6 x 100% = 1.875% 


Answer to Interactive question 8 


Item (b) is an external cost of the project, since increased volumes of traffic are harmful to the environment. 
Item (c) is a private benefit for the private company which built the complex. Item (d) would only be an external 
benefit if a building is better for the people in the inner city area than the use of open land, which is unlikely. 
Item (a) is correct because the benefits to local shops are additional to the private benefits of the sports firm 
and as such are external benefits. 
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Answers to Self-test 


Because its exchange rate may depreciate. 
No. The description given is of fiscal policy. 


Monetary policy has been tightened: money is more expensive. 


Lower inflation is good news for lenders, since the real value of the loan will deteriorate more slowly. 
Conversely, it is bad news for borrowers, since the value of their debt will be relatively higher. 


A 

A,C,E 

A 

Cc 

A 

A 

Cc 

C —_(5,000/50,000)/(CU0.10/CU1.50) 
A +0.08/-0.05 

D 
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What form does the regulation of businesses take? 
Direct regulation of competition in a market 
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Learning objectives Tick off 
e Specify the principal effects of regulation upon businesses Ey 


e Show how the needs of different stakeholders in a business (eg shareholders, the local _ C4 
community, employees, suppliers, customers) impact upon it 


e Specify the effects of international legislation on businesses [] 
Specific syllabus references are: 6d, e. f. 


Syllabus links 


Regulation is developed further as a topic in Business Strategy at Professional level and at the Advanced level. 


Examination context 
You will almost certainly encounter a question on business regulation in your exam. 


Exam questions are likely to be set in multiple choice style and in a scenario context, though knowledge-type 
questions on key points and principles are also possible. 
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Why is regulation of businesses necessary? 


Regulation of business is needed: 


° To address market failure and externalities 
e — To protect the public interest 


Definition 


Regulation: Any form of state interference with the operation of the free market. This could involve regulating 
demand, supply, price, profit, quantity, quality, entry, exit, information, technology, or any other aspect of 
production and consumption in the market. 


—_— eee 


Addressing market failure 


As we saw in Chapter 13, market failure is said to occur when the market mechanism fails to result in economic 
efficiency, so the outcome in terms of allocation of resources is sub-optimal. 


Government often seeks to intervene in the case of market failure, and has several alternative ways of doing so: 
e Providing public goods such as street lighting 

¢ Providing merit goods such as education which are in the long-term interests of society 

¢ — Controlling the means of production through state ownership of industries 

¢ — Re-distributing wealth through the system for direct taxation of income 


¢ Creating demand for output that creates jobs, such as defence contracts or major public works such as 
road-building 


¢ Influencing supply and demand through: 
- Price regulation (minimum or maximum prices) 


- Indirect taxation on expenditure on some goods and services, so that supply is restricted as the 
price to consumers includes the tax but suppliers only receive the net-of-tax price (the supply curve 
shifts to the left) 


~ Subsidies paid by the government to suppliers (shifting the supply curve to the right), in order: 
- To encourage more production 


~ To keep prices lower for socially desirable goods whose production the government wishes to 
encourage 


- To protect a vital industry such as agriculture 
e Influencing markets through persuasion 


¢ Regulating markets through legislation and other means 
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In this chapter we shall be concentrating on legislation and regulation of markets. 


Of the various forms of market failure, the following are the cases where regulation of markets can often be the 
most appropriate policy response. 


° Market imperfection — where monopoly power is leading to inefficiency, government will intervene 
through controls on, say, prices or profits in order to try to reduce the effects of the monopoly 


° Externalities — a possible means of dealing with the problem of external costs and benefits is via some 
form of regulation. Regulations might include, for example, controls on emissions of pollutants, restrictions 
on car use in urban areas, the banning of smoking, compulsory car insurance and compulsory education 


e Asymmetric information — regulation is often the best form of government action whenever informational 
inadequacies are undermining the efficient operation of markets. This is particularly so when consumer 
choice is being distorted. Examples here would include: regulation of financial reporting and financial 
services; legally enforced product quality/safety standards; consumer protection legislation; the provision 
of job centres and other means of improving information flows in the labour market 


° Equity — the government may resort to regulation to improve social justice. For example, legislation to 
prevent discrimination in the labour market; regulation to ensure equal access to goods such as health 
care, education and housing; minimum wage regulations and equal pay legislation 


We shall come back to regulations with respect to market imperfection and externalities shortly. 


Protecting the public interest 


Just as regulation of the accountancy profession is needed to provide the public interest with protection and 
assurance, so too with businesses, which are the source of most wealth creation and economic power, but 
which are focused as we have seen on meeting the interests of: 


e Shareholders 
e Directors and managers 


External regulations on businesses of many different forms are designed to ensure that the needs of the other 
stakeholders can be met. 


Functions of the regulation of business 


People find it difficult to trust business entities that exist to make profits for the benefit of one very select group 
of people, the shareholders. Experience has taught society that this objective has historically been pursued at 
the expense of the public interest, so society has increasingly demanded that business activities should be 
externally regulated, to restore the balance of power. 


What form does the regulation of businesses take? 
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What is regulation? 


In a legal sense, a regulation is a rule created by the government, an administrative agency or another body 
which interprets a statute, or the circumstances of applying the statute. It is a form of secondary or delegated 
legislation which is used: 


e Toimplement a primary piece of legislation appropriately 


e To take account of particular circumstances or factors emerging during the gradual implementation of, or 
during the period of, a primary piece of legislation 


Outcomes of regulation 


Regulation has costs for some and benefits for others. Efficient regulation exists where the total benefits to 
some people exceed the total costs to others. 


Regulation is justified using various reasons and therefore can be classified in several broad categories 
according to its intended outcome. Regulations may be put in place to: 


e Address market failures (see above) 

e Increase or reduce the social standing of various social groups 

e See through the collective desires of a significant section of society 

e — Enhance opportunities for the formation of diverse preferences and beliefs in society 
e Affect the development of particular preferences across society as a whole 


e Deal with the problem of irreversibility (current activities will result in outcomes from which future 
generations may not recover at all) 


Interactive question 1: Irreversibility [Difficulty level: Intermediate] 


Try to think of at least two ways in which regulations of which you are aware from your general business 
knowledge seek to deal with the problem of irreversibility. 


See Answer at the end of this chapter. 


Business responses to regulation 
Businesses can respond in a variety of ways to regulation: 
e Entrenchment of a particular practice (nil or non-response) 


e Mere compliance, so that the desired regulatory outcome is met simply by passing on the cost of 
compliance to clients and consumers 


e Full compliance, so that behaviour is changed and products and processes are adjusted to comply with 
regulations 


e Innovation: the Porter hypothesis (see below) 


We shall deal with compliance in the next section of this chapter. 


The Porter hypothesis 


The economist Michael Porter formulated the hypothesis that strict environmental regulations trigger the 
discovery and introduction of cleaner technologies and environmental improvements, the innovation effect. 
This makes production processes and products more efficient, and the cost savings achieved are sufficient to 
compensate for both the compliance costs directly attributed to new regulations and the innovation costs. 
Overall therefore commercial competitiveness is improved. 
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Regulatory compliance 


Definition 
Regulatory compliance: Systems or departments in businesses which ensure that people are aware of and 
take steps to comply with relevant laws and regulations. 


Interactive question 2: Compliance in banks [Difficulty level: Intermediate] 
Try to identify what types of regulation are monitored by the compliance sections of a bank. 


See Answer at the end of this chapter. 


The role of regulatory bodies 


There is a considerable level of business regulation in Bangladesh, many of which arises from the Parliament, 
and there are a great many regulatory bodies which oversee and enforce these regulations. Examples include 
the RJSC, BSEC, Bangladesh Bank, FRC, which we saw in Chapter 10 plus: 


¢ The Information Commissioner, who is responsible for enforcing rules brought in by the Right to 
Information Act 2009 


e The Directorate of National Consumers’ Right Protection (DNCRP), Ministry of Commerce, GoB. 
e Bangladesh Competition Commission 


We shall look at the work of these last two regulators now. 


Direct reels of competition in a market 


Section c overview 
)@- The level of competition in a market.is regulated because the closer a. fdas gets to sealers competion, 


the. more efficient the allocation of resources in that market: 


© Anti- competitive agreements and the abuse of a dominant position are prohibited. 


ae ~ Anti-competitive agreements. result from-collusion between ‘competitors’ in the same market, and pesule | in. 
~ «price-fixing, production: limitation, sharing markets, and: different trading conditions. and: ane neuen: 
obligations for consumers. 
ominant position arises where one business is able to behave independently of competitive ressures. 
As a result it: may: impose: unfair prices; limit ‘developments: apply different: Sala conditions 88nd 
supple mentary obligations on consumers. ©: 
cartel of bu sinesses is involved i in collusion on prices, iene production aie 
party fo'an anti-competitive agreement ora cartel or that abt 
entailing a jail term of one year or a fine of Tk. 100, stata per d 


ti on is effected by the Competition Commission. 


Why is the regulation of competition important? 


In a market economy the allocation of resources is generally determined by the price mechanism. In Chapter 
13 we saw that the uninhibited and rather idealised operation of the price mechanism is called perfect 
competition, but we also saw that there are plenty of circumstances where competition is far from perfect, and 
conditions exist for monopolies to take over. 


Generally monopolies are not in the public interest as they do not allocate resources efficiently. The 
government seeks to diminish them by fragmenting an industry via The Competition Act 2012, so that market 
share is not concentrated in the hands of one or two producers. The same effect is also achieved indirectly 
sometimes, for instance in the case of new pharmaceutical products, where stringent testing and government 
approval are required before they can be marketed. 
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How is competition regulated in Bangladesh ? 


The Competition Act 2012 prohibits agreements, business practices and conduct that damage competition, 
namely: 


e Anti-competitive agreements 
e Abuse of a dominant position 


In addition, the Competition Act 2012 makes cartel activity a criminal offence. 


The laws apply to all businesses, of whatever size, although there are provisions for immunity, exception and 
exemption. 


Prohibiting anti-competitive agreements 


Both informal and formal agreements, whether or not they are in writing, are prohibited if they are agreements 
resulting from collusion between businesses that have as their object or effect the prevention, restriction or 
distortion of competition. Many different types of agreement may fall within the prohibitions. 


The Competition Act 2012 on outlawing anti-competitive agreements: “No person shall enter into any 
agreement/understanding/collusion, directly or indirectly, regarding the production, supply, distribution, storage, 
or acquisition of products, which may cause an adverse effect on competition or result in monopoly or 
oligopoly. An agreement shall be considered anti-competitive if it directly or indirectly: 


e Determines purchase or sale prices 

e Results in bid rigging or collusive bidding 

e Limits or controls production, supply, markets, technical development, etc. 
e Shares the market, source of production or provision of services 


Prohibiting the abuse of a dominant position 


Chapter II/Article 102 prohibit the abuse by one or more businesses of a dominant position in a market. 


Definition 


Dominant position: One where the business is able to behave independently of competitive pressures, such 
as other competitors, in that market. 
a 


Section 16 of the 2012 Act restricts enterprises and groups from abusing its dominant position. The 2012 Act 
defines “dominant position” as “a position of strength enjoyed by an enterprise, in the relevant market, which 
enables it to operate independently of competitive forces prevailing in the relevant market, or affects or moves 
its competitors or consumers or the relevant market in its favor.” 


Outlawing abuse of dominant position: No enterprise shall abuse its dominant position in the market. The 
following would qualify as an abuse of dominant position: 

e Direct or indirect imposition of unfair or discriminatory prices or purchase conditions 

¢ — Limitation or restriction of production of goods and technical or scientific developments 

e Denial of market access 

e Imposition of acceptance of supplementary obligations at the time of purchase 

e Use of power to enter into or protect other relevant market(s) 


Prohibiting cartels 
Definition 
Cartel: An agreement between businesses not to compete with each other. The agreement is usually verbal 


and often informal. 
gt ew 
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Cartel members typically agree or collude on: 


° Prices 

e Output levels 

e Discounts 

e Credit terms 

° Technology 

° Which customers they will supply 


° Which areas they will supply 
. Who should win a contract (bid rigging). 


Cartels can occur in almost any industry and can involve goods or services at the manufacturing, distribution or 
retail level. Some sectors are more susceptible to cartels than others because of their structure or operations. 
Cartels or collusive behaviour in general are more likely to occur in industries or sectors where: 


° There are few competitors 

e The products have similar characteristics, leaving little scope for competition on quality, service, or cost 
e Communication channels between competitors are already established 

e — The industry is suffering from excess capacity 


e There is general economic recession 


The Bangladesh Competition Commission 


The law mandates the creation of a Bangladesh Competition Commission (BCC), which is to be responsible 
for the implementation of the law. “The Commission will be comprise by a chairperson and a maximum of four 
members. Its main functions will include: 


e Overseeing the market and taking necessary measures against unscrupulous businesses and 
organizations. 


e Conducting inquiries -- upon receiving a complaint or on its own -- into anti-competitive agreements, 
abuse of dominant positions, collusive practices, etc. 


e Framing rules, policies, and administrative orders relating to competition and advising and assisting the 
government in their implementation. 


e Passing interim orders upon preliminary determination of anti-competitive behavior and final orders upon 
conclusive determination. Final orders might include: 
1. Refraining from the anti-competitive behavior 
2. Monetary penalty 
3. Division of enterprises “ 


e Violation of any order of the Commission will be an offence entailing a jail term of one year or a fine of Tk 
100,000 per day for every day of violation. 


Direct regulation of externalities 


To intervene in the level of supply in a market where there are problems of external costs and benefits, such as 
pollution and other environmental damage, the government can use: 


e Price regulations (setting maximum or minimum selling prices, as we saw in Chapter 13) 
e Direct or indirect taxation or tariffs 


e Subsidies to suppliers, for instance to encourage exports 
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e — Regulation, by means of: 


— Quotas, that is physical limits on output so that output is set at the social optimum 
~ Standards that must be complied with 
~ Fines for those businesses that do not meet the necessary standards 


“f Worked example: Regulation of pollution by emissions trading 


As part of government environmental and sustainability policies many businesses are set standards for 
pollution control and quotas for emissions (which may be bought and sold as tradable permits on the 
emissions trading market), plus they may be fined if they create unacceptable levels of pollution. It is hard 
however to preset pollution fines and output quotas without having accurate and reliable estimates for private 
benefits, private costs and external environmental damage arising from pollution. In addition, compliance with 
environmental regulations is costly to enforce, and it may be impossible to monitor all businesses accurately 
because of imperfect information. Finally, setting the levels of the fines can be difficult: some businesses may 
not cut their emissions of pollutants if the fine they receive is less than the private benefit they derive from 
polluting. Fines must have some impact, which is perhaps best determined by setting them as a percentage of 
revenue or gross profit. 


4 Direct regulation of people in business 


It is not only businesses as entities that are subject to regulation. Individuals too are regulated in the way they 
manage and deal with listed and insolvent businesses, in order to protectthe public interest and the interests of 
company creditors. 


4.1 Insider dealing of a listed company’s shares 


As per SEC rule and Dhaka Stock Exchange Regulation “Insiders should not trade on the basis of material 
information which is not known to the investing public. Moreover, insiders should refrain from trading, even, 
after material information has been released to the press and other media, for a period at least 5 market days 
to permit through public dissemination and evaluation of the information.” 


“Where any director or officer of an issuer of a listed equity security or any person who is directly or indirectly 
the beneficial owner of not less than ten percent of such securities makes any gain by the purchase and sale, 
or the sale and purchase, of any security within a period of less than six months, such director or officer or 
beneficial owner shall make a report and tender the amount of such gain to the issuer” Section 14 (1), SEC 
Ordinance 1969. 


Significant inside knowledge — of a takeover, an oil strike or a massive fall in profits — will affect the share price 
when it becomes known, so insiders who benefit from dealing in advance of the knowledge becoming generally 
known are guilty of market manipulation. The crime of insider dealing extends to getting someone else to 
deal, and to disclosing the relevant information at all. 
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Fraudulent trading 


Directors of companies must be very careful of the danger of continuing to trade when the company is insolvent 
~ that is, when the company cannot pay its debts as they fall due. If a company that is being liquidated as 
insolvent is found to have been carried on with the intent to defraud creditors, or indeed for any fraudulent 
purpose, directors and managers who were knowingly party to this are said to have engaged in fraudulent 
trading, and can be personally liable for the company’s debts under the Insolvency Act 1997. 


Directors of any company that engages in fraudulent trading may also face criminal sanctions, whether or not 
insolvency is involved, under the Companies Act 1994. 


A business may be carried on fraudulently just by making one transaction or by paying off debts rather than 
making trading contracts. 


Disqualification of directors 


To protect the public in general and creditors in particular, a person may be disqualified from acting as director 
or manager of companies for a wide range of reasons under the Company Act 1994, Bangladesh Bank 
Regulations, and BSEC Rules. These include: 


e Insider dealing 
e Fraudulent or wrongful trading 
e Violating competition laws 


e Being convicted of an offence in connection with the promotion, formation, management or liquidation of 
a company or with the receivership or management of a company’s property 


e Being the director of an insolvent company 
° Being unfit to act as director or manager, such as failing to read the company’s accounts 


e Being consistently in default regarding company law requirements, such as failing to keep proper 
accounting records 


° Being a threat to the public interest 
° Making loans from company funds that were unlikely to be repaid. 


Wrongful trading of an insolvent company 


Even if there is no fraud involved, a director engaged in wrongful trading may still be required by a liquidator 
to make a contribution to an insolvent company’s assets under the Insolvency Act 1997. This may arise where 
the director knew, or should have known, that there was no reasonable prospect of the company avoiding 
insolvent liquidation, or where the director took insufficient steps to minimise the potential loss to 
creditors. Professional accountants are more at risk of falling foul of these rules than anyone else, as their 
skills, knowledge and experience mean they are judged by higher standards than those applied to non- 
professionals. This is true even if they are accountants employed as sales or marketing directors, for instance, 
rather than as finance directors. 


The effect of international legislation 


The emergence of global regulation does not necessarily happen at the same time as the globalisation of either 
markets or business organisations. Gambling, for example, via the internet, is a global market, but it is 
regulated in different ways by different states. By contrast, regulations relating to prescription drugs are now 
largely global in effect, but national markets are kept isolated from one another by differences in government 
policy on medicine as a welfare benefit. 
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The processes that result in developments in global regulation are complex and vary from industry to industry. 
But some common features emerge. 


e The US has huge influence over the globalisation of regulation; the EU has similar influence. 


e International organisations such as the World Trade Organisation (WTO), International Monetary Fund 
(IMF) and International Chamber of Commerce (ICC) also have extensive power to influence the 
development of regulations 


e US corporations are very effective at enrolling the power of their own government and international 
bodies to promote their interests 


Regulation has great potential both to further and to frustrate business plans. The adoption of one company’s 
patented technology as a global standard confers huge benefit; conversely, regulations relating to pollution or 
working conditions have great potential to drive up costs. It is therefore in the interests of businesses to remain 
alert to the general thrust of regulation as it affects their industries, and to participate in the processes of 
lobbying and representation that underpin it. 


International regulation of trade 


mbargoes: ‘hidden subsidies; iinet resstrictioris: exchange rate manipulation. 


What are the economic advantages of international free trade? 


The doctrine of comparative advantage states that countries should stick to what they are best at, which may 
suggest preserving the status quo. Nevertheless the benefits of industrialisation have been sought by many 
nations via two main routes. 


e Import substitution: a country aims to produce manufactured goods which it previously imported. It does 
this by protecting local producers 


e Export-led growth: relying on cheap labour, businesses ensure economic growth by exporting. The 
success of this particular strategy depends on the existence of open markets elsewhere 


Although export-led growth has meant that global trade has opened up, the existence of global free trade and 
markets should not be taken for granted in terms of all products and services, or indeed in all territories. 
Services in particular are still subject to managed trade (for example, some countries prohibit foreign firms from 
selling insurance) and there are some services which by their very nature can never be exported (eg 
hairdressing). 


Encouraging international free trade has the following advantages. 


e Countries specialise in items they produce comparatively most efficiently so resources are allocated 
efficiently. 


e Some countries have a surplus of raw materials to their needs, and others have a deficit. A country with 
a surplus (eg of oil) can take advantage of its resources to export them. A country with a deficit of a raw 
material must either import it, or accept restrictions on its economic prosperity and standard of living. 


e Competition is increased among suppliers in the world’s markets. Greater competition reduces the 
likelihood of a market for a good in a country being dominated by a monopolist, and will force businesses 
to be competitive and efficient, producing goods of a high quality. 
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e Larger markets are created for a business’s output, and so some businesses can benefit from 
economies of scale by engaging in export activities. Economies of scale improve the efficiency of the use 
of resources, reduce output costs and also increase the likelihood of output being sold to the consumer at 
lower prices than if international trade did not exist. 


e The development of trading links provides a foundation for closer political links. An example of the 
development of political links based on trade is the EU. 


Note, however that high transport costs can negate the advantages of specialisation and international trade. 


Barriers to free international trade 


In practice many legislative and other barriers to free trade exist because governments try to protect home 
industries against foreign competition. This ‘protectionism’ can be practised by a government in several ways: 


e Tariffs or customs duties 

e Import quotas 

e | Embargoes (bans on certain imports or exports) 

e Hidden subsidies for exporters and domestic producers 

e Import restrictions 

° Government action to devalue the nation’s currency (reduce its foreign exchange value) 


Tariffs or customs duties 


Tariffs or customs duties are taxes on imported goods. The effect of a tariff or duty is to raise the price paid 
for the imported goods by domestic consumers, while leaving the price paid to foreign producers the same, or 
even lower. The difference is transferred to the government sector. 


An ad valorem tariff is one which is applied as a percentage of the value of goods imported. A specific tariff is a 
fixed tax per unit of goods. 


Import quotas and embargoes 


Import quotas are restrictions on the quantity of a product that is allowed to be imported into the country. The 
quota has a similar effect on consumer welfare to that of import tariffs, but the overall effects are more 
complicated. 


e Both domestic and foreign suppliers enjoy a higher price, while consumers buy lower quantities at the 
higher price 


e Domestic producers supply more 
e There are fewer imports (in volume) 
e The government collects no revenue 


An embargo on imports from one particular country is a total ban, ie effectively a zero quota. 


Hidden subsidies and import restrictions 


An enormous range of government subsidies and assistance for exports, and deterrents against imports, have 
been practised. 


° For exports — export credit guarantees (insurance against irrecoverable debts for overseas sales), 
financial help (such as government grants to the aircraft or shipbuilding industry) and administrative 
assistance 


e For imports — complex import regulations and documentation, or special safety standards demanded on 
imported goods and so on 


When a government gives grants to its domestic producers, for example regional development grants for new 
investments in certain areas of the country or grants to investments in new industries, the effect of these grants 
is to make unit production costs lower. These give the domestic producer a cost advantage over foreign 
producers in export markets as well as domestic markets. 
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Self-test 


Answer the following questions. 


4 


The provision of public goods by government is an example of intervention to address market failure 
caused by 


A Market imperfection 

B Externalities 

C Asymmetric information 
D Lack of equity 


By the direct taxation of income government is seeking to 


A __ Provide public goods 
B Provide merit goods 
C_ Redistribute wealth 
D Create demand 


Regulation of financial reporting is an example of intervention in order to alleviate market failure caused by 


A Market imperfection 

B Externalities 

C Asymmetric information 
D Lack of equity 


Grando pic operates in a market where compliance with EU regulations has added CU1.50 to the cost of 
each unit produced. As a result, Grando pic has raised its price from CU12.60 per unit to CU14.10. It has 
not made any other changes. Grando plc’s response is an example of 


A Mere compliance 
B Full compliance 
C _Non-response 

D Innovation 


Of a market worth CU12.5m, Topping plc has a CU2m share and Bartholomew plc has a CU3.5m share. 
They require customers to sign an agreement that they will pay a CU10,000 penalty if the customer 
terminates the contract within two years. This is an example of 


A An abuse of dominant position by both companies 

B An anti-competitive agreement between the two companies 
C_ Acartel of the two companies 

D_ Allof the above 


In-depth inquiries into the regulation of major industries are conducted by 


A  DNCRP 

B The Competition Commission 
C RJSC 

D Information Commissioner 


A Bangladeshi industry has been lobbying Parliament to require goods bought from three Asian countries 
for sale in Bangladesh to be subject to additional safety checks. From the perspective of supporting free 
trade Bangladesh government may be reluctant to agree as this would be an example of 


A A tariff 

B  Aquota 

C Dumping 

D —Animport restriction 


Now, go back to the Learning Objectives in the Introduction. If you are satisfied you have achieved these 
objectives, please tick them off. 
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Answers to Interactive questions 


Answer to Interactive question 1 


There are many possible examples. One of the most obvious is government regulations on emissions, which 
seek to prevent the destruction of the natural environment — a pretty important irreversible effect of current 
activities on future generations! Another important example is the regulation of pensions, which should seek to 
prevent erosion of the funds available for future pensioners. 


Answer to Interactive question 2 


Banks need to comply with the Basel Accord (Basel II!), and with regulations produced by the Prudential 
Regulations issued by Bangladesh Bank and Guidelines on Risk Based Capital Adequacy (RBCA). As with any 
other business, they will also need to comply with employment and health and safety regulations. 
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As neither company has 40% of the market, neither is in a dominant position 
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